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GARY JOHN PREVITS, LEE D. PARKER AND EDWARD N. COFFMAN 


Accounting History: 
Definition and Relevance 


This paper defines and relates contemporary applications of accounting 
history and is intended to assist scholars who do not specialize in historical 
study. A definitional distinction is drawn between history as a social science, 
with an emphasis on interpretation, criticism, and method, and history 
as a descriptive narrative form. Arguments are presented for the relevance 
of published accounting history studies to accounting pedagogy, policy 
and practice. The inherent limitations of historical inquiry are also explored. 
An appendix provides information on accounting history organizations, 
publications, and activities worldwide. A related paper which develops 
an accounting historiography will appear in a later issue of this journal. 


Key words: Accounting; History. 


INTRODUCTION 


Published accounting history works such as Worthington’s (1895) date from the 
late 1800s.! Writing in the early 1900s, C.W. Haskins, co-founder of Haskins & 
Sells and the first Dean of the School of Commerce, Accounts and Finance at 
New York University, noted that accounting history allows us to ‘better... understand 
our present and to forecast or control our future’ (Haskins, 1904, p. 141). Consistent, 
institutionalized academic attention to the subject, although on a limited scale, 
is of more recent origin (see Appendices). Historical research presents a substantial 
opportunity for challenging and worthwhile study from which we can hope to increase 
our ability to make judgments on a broader, more informed basis (Zeff, 1982). 


xme 


Discovery of Pacioli’s work Summa de Arithmetica, Geometria, Proportioni et Proportionalita was 
attributed to Professor Luchinni by Stevelinck (1986): ‘Thus it was in 1869 .. . he drew attention 
to Pacioli who was “unknown” to accountants at that time’. Previts and Sheldahl (1988) note that 
as early as 1818 a popular English text by Cronhelm (p. xiii) identified Pacioli’s work. 


Gary Jonn Previts, Lee D. PARKER and Epwarp N. CorrMan are Professors of Accounting, Case 
Western Reserve University, The Flinders University of South Australia, and Virginia Commonwealth 
University, respectively. 

The authors acknowledge the comments on earlier versions of this paper provided by R. P. Brief, ` 
Stephen Zeff, H. Thomas Johnson, Barbara Merino, Paul Garnér, Kenneth Ferris and participants. 
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This paper and an ensuing one address the subject matter of accounting history. 
Specifically, this paper addresses the nature of historical study in accounting and 
the contemporary relevance of existing historical papers and texts. While a critique 
of existing studies is beyond the scope of this paper, it does offer an explanation 
of narrative and interpretational history and argues for the relevance of accounting 
history to our contemporary accounting discipline. By reference to published 
accounting history studies, this paper presents a rationale for their relevance to 
. accounting pedagogy, policy, and practice. The final section of the paper addresses 
the limitations of historical inquiry and concludes with a summary. 


DEFINITIONAL VIEWS OF HISTORY 
Historians most often define their work as being either narrative or interpretational.? 


Narrative — to establish and/or describe items of fact. History relates episodes 
in a particular, specific, non-analytical manner. History is narrative; an interesting 
story which recognizes that inherent limitations upon the understanding of human 
history diminish and confound approaches which are rigorously patterned in 
the investigative style of the physical sciences (Barzun, 1974). 


Interpretational — to evaluate relationships and provide interpretations in the 
manner of a social science. Even pure narratives must employ explanation and 
seek in some manner to predict even as the more rigorous forms of science 
(Degler, 1987). Counterfactual and cliometric techniques are among the most 
recent examples of this ‘new’ history which seeks to explain, not only describe 
(Hughes, 1970). 


These definitions provide a perspective from which the non-historian may address 
historical research in accounting. Those who consider history less valuable if it 
does not assist in ‘explaining’ a phenomenon but only in describing it, express 
.a preference for interpretational history. Scholars with a sense of historical 
consciousness appreciate that both narrative and interpretational histories add to 
the knowledge. of complex matters. Indeed, each type of history has advantages 
and limitations. Narrative history represents a legitimate academic effort to add 
to the body of knowledge the elements of past human accomplishments in order 
to place contemporary issues in a more complete perspective. Interpretational history 
emphasizes the methods of scientific inquiry and the rigour related thereto. 

The utility of an historical perspective to the study of accounting theory and 
practice has often been the subject of historical papers, including those by Baladouni 
(1979), Baxter (1981), R. H. Parker (1981), and Moseley and Usry (1984), as this 


2 Contemporary general history examples include Braudel, Structures of Everyday Life (1979), and 
as an interpretational history, Boorstin'’s The Discoverers (1983). For a definition of accounting history, 
see the report of the Committee on Accounting History, American Accounting Association (1970, 
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truism notes: ‘Whenever we encounter a problem it goes without saying that the 
problem has a past and, presumably, a future’ (Demski, 1985, p. 72). 

Previts (1984b) suggests that an intuitive justification for the study of history 
exists by relating what ‘was’ (the historical state) to what ‘is’ (the positive state) 
to what ‘ought to be’ (the normative state). The importance of studying and 
understanding issues and concepts from such a was-is-ought perspective is the 
recognition that knowledge is a continuum not limited by temporal or environmental 
isolation (Hopwood, 1985). The was—is-ought perspective addresses concerns about 
narrowness and supports the view of history as a ‘cultural product’ acquired within 
the full context of a social, economic, political, and temporal environments (Lister, 
1983; Hopwood and Johnson, 1986). 


RELEVANCE OF ACCOUNTING HISTORY 


History supports contemporary research in policy-making and practice and in 
standard setting. It acquaints accountants with the individuals, ideas, experiments, 
and lessons that constitute our heritage. Jt informs us about how we have reached 
a particular present-day convention. Accounting history also encourages the 
thoughtful scholar to consider the interdisciplinary view of accounting and its 
environmental context. However, a single piece of historical writing, as with any 
other product of human endeavour, has limits. Effective use of relevant historical 
materials requires an author to become aware of these limitations and to adapt 
to them. For example, a comprehensive study of the history of ideas, such as 
Chatfield’s (1977) History of Accounting Thought, cannot exhaustively chronicle 
events that provide the context of the ideas. 


Accounting History and Pedagogy 

Accounting history has provided assistance, if only by way of anecdotes, to nearly 
everyone who teaches the subject. Such anecdotal value is incidental to the capacity 
of historical materials to be useful in the classroom when instructors are more 
familiar with the attributes of historical inquiry. 

The results of a survey of members of the American Assembly of Collegiate 
Schools of Business indicate that the formal teaching of business history as part 
of business school subjects is widespread and that many consider that it should 
be expanded (Van Fleet and Wren, 1982). Information is lacking about the instruction 
in accounting history, but a view seems to support the fact that there is a paucity 
of attention to historical study in many doctoral programs in accounting, particularly 
in the U.S. This view suggests that similar limitations of historical study exist at 
other program levels (Zeff, 1983, 1989). Concern about these limitations can be 
justified on several counts. First, a profession based on traditions built over many 
centuries should educate its members to appreciate their intellectual heritage. Second, 
the import of advances in thought, of major contributors to the literature, and 
of crucial positive studies may be lost, fragmented, or inadequately recognized in 
the longer term unless they are documented and incorporated by scholars who 
have historical skills. Third, without access to analyses and interpretations of 
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historical developments in accounting thought and practice, today’s empiricists risk 
basing their investigations upon incomplete or unjustified claims about the past. 

An example of the latter point is explicated in a recent paper by Merino, Koch 
and MacRitchie (1987). Their archival research demonstrates the importance of 
an adequate historical analysis in designing event studies and criticizes previous 
published research that attributes an adverse impact on shareholder wealth to 1933 
New Deal securities regulation. To summarize Merino (1988), accounting historians 
could enhance understanding by testing the adequacy of explanations emanating 
from this type of research. 

The risk of inappropriate or incomplete instructional interpretations due to a 
lack of historical perspective and the use of simplistic assumptions about the 
environment and, in some extreme cases, unnecessary repetition of investigations 
already adequately documented, are examples of further pedagogical justification 
for historical research. ‘Reinventing the wheels’ of literature for such things as 
accounting/ capital maintenance, interest as a cost, and interperiod tax allocation, 
- each of which has reappeared at various times, are inefficiencies that can be avoided 
when the instructional environment is more historically aware. 

When historical perspectives of particular concepts or practices are available to 
support instruction, a richer theoretical reference base for current study exists. 
Present accounting concepts and practices may be better explained in the light 
of past interactions. Consider Johnson’s essay (1975) on the role of accounting 
history in the study of modern business in identifying the importance of the 
environmental context. Research by Miranti (1985, 1986, 1988), for example, 
contrasts the different reactions of leaders in the public accounting profession to 
the structure of national economic regulation that emerged in America during the 
first decades of the twentieth century. This study provides a promising basis from 
which to compare the recent responses of professionals to political and social concerns 
addressed by previous generations of professional leaders. 

Studies that provide a background of the educational traditions at a particular 
institution can also assist in the development of a university program. For example, 
Dunn and Pratt (1987) relate the history of the establishment of courses and degree 
programs at the University of Tasmania. Similar studies have been conducted in 
the U.S. by Moontiz (1986) and Smith (1962) for the University of California 
(Berkeley) and the University of Texas, respectively. 

Other examples of historical support materials include Elam’s (1981) analysis 
of DR Scott’s philosophical view of the cultural significance of accounts; 
L. D. Parker’s (1987) review of the antecedents of present-day rulings of Australia’s 
professional societies; Brief’s (1976) extensive research of the relationship between 
depreciation policy, capital maintenance, and income theory; Johnson’s (1978) study 
of accounting for divisional control, and Rosen and DeCoster’s paper on early 
U.S. railroads’ development of ‘funds’ statements (1969). 

Biographical information and sources such as those found in The Accounting 
Hall of Fame: Profiles of Forty-One Members (Burns and Coffman, 1982); ‘Two 
Centuries of Australian Accountants’ (Gibson, 1988a); ‘Chronological List of Books 
and Articles on Australian Accounting History’ (Gibson, 1988b), and Biographies 
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of Notable Accountants (Givens, 1987; Agami, 1989) also can serve to acquaint 
students with important ideas and events, as well as with the persons with whom 
they are associated. These materials can assist in ‘personalizing’ technical subject 
matter, particularly at the undergraduate level. Recent major studies including 
Johnson and Kaplan’s (1987) Relevance Lost: The Rise and Fall of Management 
Accounting and Skinner’s (1987) Accounting Standards in Evolution are examples 
of historically based publications useful to support instruction at the advanced 
undergraduate and graduate levels.3 


Policy Perspective 

In accounting, as in other fields, knowledge of the past provides a prologue to 
understanding contemporary matters. Analysis of the transcripts of legislative 
hearings, for example, provides useful information about government policy and 
insight into its intent (Committe, 1982) or provides a perspective on the development 
of useful national accounting codes (Standish, 1988). 

Just as attorneys cite precedents in arguing cases and physicians study a patient’s 
medical history for diagnostic purposes, accountants should consider the tradition 
of an issue when they formulate research or revise standards. 

Skinner (1987), for example, begins his review of the evolution of the standard- 
setting process by noting this historical paradox: 


Accounting in some form can be traced back in various civilizations for over six thousand 


years ... Yet it is only in the last fifty to one hundred years that accountants have 
felt a need to work out a theory of accounting ... The explanation of this paradox 
is simple . . . Where the task is clear, interest is restricted to techniques . . . When 


a financial reporting objective — an information communication goal —- was added to 
the record-keeping function, the task of accounting became more difficult, and a theory 
to guide its methods became necessary. (p. 1.) 


Recent studies that consider particular topics of standard setting include those 
by Andrews (1981) on intangible assets; by Courtis (1983) on evaluating the multiple 
roots of the process for valuing commercial goodwill; and by M. S. Stone (1984) 
on the development of pension accounting theory and disclosure practices during 
the early industrial period. 

_ Historical studies provide a perspective to assist policy makers’ understanding 
of the interrelationship between policy decisions and political or economic outcomes. 
Crum’s (1982) study of the origins of value-added taxation offers guidance in the 
formulation of taxation policy. He identifies the origins in Colonial America of 
recent forms of taxation including concepts such as ad valorem, transaction basis, 
indirect levy, multistep collection, and taxation of net product. In addition, he 
identifies a trend toward combining these concepts into one tax, such as the value- 
added tax. Previts’ (1984a) paper on the history of attempts to establish a conceptual 
framework for financial reports traces the slow evolution and response to 


3 In addition, several hundred reprint titles and unique historical anthologies have been made available 
in series by Arno Press (Brief, 1980), Scolar Press (Bywater, 1978), Scholars Book Co. (Sterling, 
1970), Yushodo Booksellers (W. E. Stone, 1982), and Garland Press (Brief, 1986). 
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environmental changes. The latter study provided ‘a point of reference for 
contemporary consideration of the FASB’s conceptual framework project’ by noting 
the almost continuous historical difference in views between academics and 
practitioners concerning the composition of a comprehensive conceptual model and 
the resulting impact on its development or lack thereof. 

Wood and Sylvestre’s (1985) study of the history of advertising by accountants 
also indicates that accounting leaders amended their attitude about solicitation 
advertising to meet changes in the competitive market as well as in government 
policy. Unchallenged in their roles as auditors and tax consultants, and supported 
by state and federal laws that enhanced the demand for attest and tax services, 
early leaders in professional organizations disavowed advertising. Increased 
competition among suppliers of such services in the post-1960 market resulted in 
challenges to the perceived importance of advertising restrictions, recalling a similar 
dispute that had taken place sixty years earlier, prior to extensive federal tax and 
audit legislation. 

Gibson (1979) identifies four phases of corporate accounting in Australia, including 
the current state, which is focused on measurement/reporting issues, as a basis 
for considering the non-statutory factors that influence the phases. Whittred’s (1986) 
study of statutory and market exchange rules and the development of financial 
reporting practices of Australian holding companies over three decades provides 
a model for similar future efforts. 

Historical studies also address broad social and political themes. Glautier’s (1983) 
exploration of the origins of the modern accounting paradigm identifies the 
concentration of central political power as the concept crucial to the explanation 
of past and future changes in the direction of accounting thought. Dailey’s (1984) 
study of change in twentieth-century U.S. accounting involves the development 
of a model identifying three-phase cycles with each incorporating a reactive, a 
proactive, and a synthesis phase. This pattern is then applied to a range of accounting 
topics and offers a framework by which to understand better their development 
and to project directions of future development. L. D. Parker (1986a, 1986b) 
constructs a detailed conceptual model of classical management control based on 
the work of Frederick Taylor and Henri Fayol; he also offers a series of explanations 
to assist in its replication. 

Further examples of a policy perspective include Moran and Previts’ (1984) study 
of the Securities and Exchange Commission (SEC) and the accounting profession; 
Zeff’s (1986) study of accounting firms’ actions in advocacy of standard-setting 
options; and the Fleshers’ (1986) study of the collapse of Ivar Kreuger’s investment 
empire during the early 1930s. Other studies include those by Johnson (1978) and 
Boockholdt (1978). 


Accounting Practice 

Practitioners, including those charged with the responsibility of developing technical 
procedures and managing multiple lines of professional service, can gain insights 
into accounting methods and practices employed in the past as a basis for assessing 
the procedures’ success or lack of it. For example, Johnson’s (1978) research into 
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the management accounting systems at General Motors in the 1920s and another 
study (1981) of the rise in nineteenth-century cost accounting through methods 
of organizing economic activity, provide foundations for addressing contemporary 
concerns about outdated management accounting practices. He identifies 
environmental conditions, structures, and activities that warrant reversion to earlier 
practices or require the development of new ones. Lee’s (1983) examination of the 
debate on financial and physical capital maintenance of the early 1900s reveals 
issues such as the treatment of holding gains being discussed then and remaining 
an unresolved practice issue today. Further examples include Brief’s (1977) paper 
on the method in the ‘rule of 69’; Chambers’ (1979) essay on ‘usefulness’ as a premise 
for standard setting; Davies’ (1979) and Ashton’s (1986) reviews of case law and 
third-party obligation; Saito’s (1983) study of asset revaluation practice ; Samson’s 
(1985) study of the origins of U.S. income taxes; and Zeff’s (1972, 1973) series 
of studies on establishing standards in Australia, New Zealand, and the U.K. 

Taken together, such studies suggest professional practice and organizational 
problems that represent recurring challenges which may need to be addressed over 
longer periods. In addition, these efforts specify social and economic conditions 
that influence existing and proposed practice techniques, enhancing our ability to 
evaluate competing techniques as suitable for the current environment and 
circumstances. 

In a broader sense, historical studies of professional and governmental accounting/ 
auditing policy pronouncements assist in the formulation of policy and its likely 
impact on accounting practice. For example, Davidson’s (1987) assessment of several 
professional reporting and auditing standards (including those for consolidations, 
leases, pensions, deferred taxes, and internal control and evidential matter) represents 
a form of traditional historical qualitative research. Jones’ (1981) study of the 
evolution of the British practice of Ernst & Whinney provides the basis for 
understanding the particular historical episodes by which accountancy achieved 
professional status, first in Victorian England, and later at the turn of the century 
in the U.S. and Canada (see Richardson, 1989). This study also supplies data on 
the relative fee income structure for the firm over a period of decades. Hein’s (1978) 
research includes an analysis of the impact of British Companies Acts on public 
accounting in England. He notes that such statutory regulation of the U.K. profession 
contrasts with regulation by governmental commissions in the U.S. Such observations 
offer perspective to contemporary professional leaders by providing an explanation 
of the manner in which the structure and values of a society will affect the demand 
for services and the competencies expected of professional accountants. 

Other studies include Kaplan’s (1984) prescriptions for future applied research 
directions upon the history of cost and management accounting developments since 
1850. Hopwood (1985) has reported on the deliberations of a committee appointed 
by the U.K. Social Science Research Council to consider the relationship between 
accounting and its social, political and institutional environments. That committee 
had expressed an interest in the historical development of accounting practice and 
some concerns about how accounting had become what it now is, how processes 
of change could be understood, and how wider issues and concerns had influenced 
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accounting practice. The committee also expressed reservations about much of the 
accounting history written to date, noting a tendency for technical histories of 
accounting to be written in isolation from their social, economic and institutional 
contents, and in an uncritical or atheoretical way. 

Along with Goldberg (1974) and Baladouni (1979), the above studies indicate 
a growing recognition that perspectives of the past are valuable in considering 
directions to be taken in the future. 


LIMITATIONS OF HISTORICAL INQUIRY 


Historical inquiry, be it narrative or interpretational, is conditional. ‘The adjective 
“definitive” should never be applied to any work of history ... As the great Dutch 
historian Pieter Geyl put it, “History is indeed an argument without end” ° 
(Schlesinger, 1988). 

A narrative history may simply be incomplete. For example, upon expiration 
of the time limits of the Official Secrets Act in Great Britain, many additional 
facts about Allied intelligence/code-breaking activities during World War II, such 
as the existence and use of the Ultra code-breaking device, became public for the 
first time. Histories that had previously excluded this fact in their narration were 
incomplete in a significant factual way. Interpretational works required revision 
when the extent of Ultra’s access to strategic Axis communications was understood. 
Previous historical assumptions and conclusions made in the absence of facts such 
as Ultra were no longer appropriate. 

Contemporary research activity continues to be affected by government archival 
policies, as recently discussed by Nelson (1988). The Freedom of Information Act 
passed in 1966 and amended in 1974 by the U.S. Congress has assisted in making 
available information in areas not deemed prejudicial to national security. However, 
foreign affairs and international scholars and historians still face arbitrary decisions 
with regard to diplomatic and military records. 

Because histories are concerned with complex events, often with ancient or 
medieval archival aspects, it is likely that some, or even a major part, of the facts 
may not be known or available at the conclusion of a particular historical project. 
In order to supply a history of these events it may be incumbent upon the historian 
to assume (and interpret based on those assumptions) certain personal, institutional, 
and/or environmental conditions. When historians fail to ‘agree’ upon an 
interpretation, they may be reflecting unique personal knowledge and/or experience. 
To the extent that such interpretations are reflections of personal value systems, 
others must be sensitive that prospects of such bias may limit the desired objectivity 
of the work. Such a condition is not, of course, peculiar to historical research. 
Christenson (1983) expressed concern about this condition in contemporary 
accounting research, and the business press has noted similar concerns about 
economists.4 


4 “Ah, Economists. Reputable, well-schooled economists examine the same event, yet often reach strikingly 
different conclusions. It is a reminder that economic forecasting, particularly at moments of great 
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Two additional observations about narrative research in general are warranted. 
White (1965, p. 227) asserts that ‘generally speaking, for any given subject there 
’ are many true histories’. This reflects the proposition related by historians that 
only God could write a history that would be complete from all points of view 
at one point in time. The other observation, that of Tuchman (1981, p. 62), concerns 
Macaulay’s maxim that the best picture and the best history are those that exhibit 
such parts of the subject in question as most nearly produce the effect of the whole. 

Historical criticism of narrative history is most effective, therefore, when it directs 
itself to one of these matters and assists in establishing whether facts are available 
to replace assumptions which were made when those facts were not known or 
available. 

Comprehending these observations about the explication of narrative historical 
knowledge increases the appreciation for the inherent limitations under which 
historians work and the necessity for informed criticism. 

A discussion of the limitations of interpretational history is complex and involves 
expectations for ‘explanation and causal analysis’. The historian searches for patterns 
of development and attempts to proceed from a determination (what happened) 
to a contingency (how it happened) basis. Facts are necessarily selected and organized 
through a judgmental process constrained by time and are provisional according 
to the historian’s perception of the contextual variables of the period studied. 

History may not reveal the cause of an event as a certainty, but it can indicate 
probable factors affecting the event. The historian’s assessment of the influence 
of contextual factors rests not on possibility or probability alone but also on adjudged 
plausibility. Indeed, the term cause is generally avoided when historical propositions 
cannot be empirically confirmed or refuted. The literature of history carefully setting 
forth these aspects of historical inquiry includes Elton (1967), Dovring (1960), Leff 
(1969) and Barzun and Graff (1977). 

The epistemology of such historical plausibility warrants separate study in the 
future, subject to the initial observation that the range of views extends from Dewey 
(Ratner, 1950) to Kuhn (1970) to Foucault (1969). 

The judgmental/subjective aspects of historical interpretation are, of course, not 
concerns limited to the domain of the accounting historian. Similar concerns confront 
the empiricist/experimentalist group of accounting researchers as well. The latter 
group seeks to confine the problem by simplifying models, qualifying assumptions, 
and applying statistical tests. In seeking to maintain the relevance of historical 
analysis that cannot be abstracted in a laboratory setting, however, the historian 
must also address the dynamics of multiple environmental influences and multiple 
relationships between focal variables. Even then, both groups of accounting 
researchers share the common problems of subjectively interpreting the results (both 
quantitative and qualitative) of their observations, deciding upon the significance 
and relevance of those observations to the research question, and generalizing their 
implications. 


turbulence, often amounts to little more than educated guessing, despite the aura of precision created 
by large, computerized models of the economy’ (Wessel, 1987). 
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Therefore, if criticism of interpretative history is to be effective and constructive 
it should establish whether the interpretations are inconsistent with the facts available 
or the assumptions made. ` 


CONCLUSIONS 


This paper argues that history, as a cultural product, depicts human experience 
within a spectrum of defined views of history, namely as narrative or as interpretation. 
The relevance and limitations of historical inquiry for use by educators, policy 
makers and practitioners are examined. The need for more critical reviews of extant 
history in a constructive form is suggested. The promise of a distinctive accounting 
historical-methods literature which would assist in guiding attempts to assess 
historical causation vis-a-vis ‘plausibility’ is noted. 

In the ensuing paper the authors will consider the particular subject matter and 
methodology of extant accounting-history literature as a means of assisting the 
non-historian and historian alike to understand better the development of thought 
and institutions which comprise our discipline. 
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THE ACCOUNTING HISTORY COMMUNITY 


The extent to which the pursuit of accounting history is organized today as compared 
to two decades ago is encouraging. This organizational identity has been provided 
by groups such as the Academy of Accounting Historians in the U.S., the Accounting 
History Association in Japan, the Accounting History Society in the U.K., the 
Society for the History of Accountancy in Italy, and the Accounting History 
Subsection of the Accounting Association of Australia and New Zeland. A network 
for research activity to assist accounting historians and non-historians comprises 
regular conferences, publications, and newsletters. 

The Academy of Accounting Historians was founded in 1973 and presently serves 
a membership of more than 600 representing twenty countries. The Academy’s 
journal, newsletter, monograph series, working paper series and other activities 
have added to the breadth and depth of historical research. In 1982 the Academy, 
in conjunction with the School of Accountancy at Georgia State University, 
established an Accounting History Research Center on the campus in Atlanta, 
Georgia. In December 1988 a Center for Tax History was dedicated at The University 
of Mississippi under the joint auspices of that institution and the Academy. These 
centres house valuable reference materials and collections to support scholars 
working in several areas. 

In 1985, the Academy of Accounting Historians established an international 
committee to prepare a methodology database, including a bibliography of 
publications, a taxonomy and annotated bibliographies. That Committee’s database 
report of over 400 pages will assist in furthering the establishment. of a network 
of individuals capable of assisting researchers on historical subjects and will provide 
an information basis for seminars and papers on research methods appropriate 
to accounting history. Appendix C provides a selection of references relating to 
the various research methodologies that an historical researcher might employ. 

The recent increase in historical scholarship has supported more outlets for the 
publication of accounting research. Appendix B consists of a list of the principal 
publication outlets for accounting history. 

Also, since 1970, five International Congresses of Accounting Historians have 
been held: 1970 in Brussels, Belgium; 1976 in Atlanta, Georgia; 1980 in London, 
England; 1984 in Pisa, Italy; and 1988 in Sydney, Australia. The next Congress 
is scheduled for 20-22 August 1992 in Kyoto, Japan. 
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APPENDIX B 


PRINCIPAL PUBLICATIONS — ACCOUNTING HISTORY RESEARCH 


Journals: 

Abacus (Australia) 

Accounting, Auditing and Accountability (Australia) 
Accounting and Business Research (U.K.) 
Accounting History (occasional basis; U.K.) 
Accounting History Association Annals (Japan) 
Accounting Historians Journal (U.S.) 

Accounting, Organizations and Society (U.K.) 


Monopraph series: 
Strathclyde Convergencies (U.K.) 
Academy of Accounting Historians (U.S.) 


Working paper series: 
Academy of Accounting Historians (U.S.) 


Newsletters: 

Accounting History Newsletter (Accounting Association of Australia and New 
Zealand. Proposed to become a refereed Journal, Accounting History, in the 
near future) 

Accounting Historians Notebook (Academy of Accounting Historians, U.S.) 


Book publishers: 

Garland Publishing, Inc., Richard P. Brief, editor (U.S.) 
Scholars Books Co., Robert R. Sterling, editor (U.S.) 
Yushodo Publishing Ltd, Williard E. Stone, editor (Japan) 


APPENDIX C 


SELECTED SOURCES ON HISTORICAL METHOD 


Indexes 
Coffman, E. N., and M. W. Wingfield, An Index to The Accounting Historians 
Journal 1974-1983, The Academy of Accounting Historians, 1984. 


Philosophy of History 


History and Theory, Wesleyan University Press, 1960- . 
Nash, R. H. (ed.), Ideas of History, Vol. 1, E. P. Dutton, 1969. 


15 


ABACUS 


Historiography 

Dray, W. H., et al. (eds), Philosophy of History and Contemporary Historiography, 
Ottawa University Press, 1982. 

Gilliam, H., “The Dialectics of Realism and Idealism in Modern Historiographic 
Theory’, History and Theory, Vol. 15, No. 3, 1976, pp. 231-56. 


Economics and business history 

Billias, G. A., and G. N. Grob (eds), American Economic History: Retrospect and 
Prospect, Free Press, 1971. 

McClelland, P. D., Causal Explanation and Model Building in History, Economics, 
and the New Economic History, Cornell University Press, 1975. 


Cliometrics 

Clubb, J. M., and A. G. Bogue, ‘History Quantification and the Social Scientists’, 
American Behavioral Scientist, Vol. 21, 1977, pp. 167-85. 

Ransom, R. L., R. Sutch, G. M. Walton, and C. H. Lee, Explorations in the 
New Economic History: Essays in Honour of Douglass: C.. North, London 
Academic, 1982. 

Counterfactual history 

Engerman,, S. L., ‘Counterfactuals and the New Economic History’, Inquiry 
(Norway), Vol. 23, No. 2, 1980, pp. 157-72. 

Fishlow, A., ‘The New Economic History Revisited’, The Journal of European 
Economi History, Fall 1974, pp. 453-67. 


Social history 

Murphy, J., ‘Oral History: Yes Virginia, There is a Working Class’, Melbourne 
History Journal, Vol. 14, 1982, pp. 92-100. 

Wilson, B. R., ‘Sociological Methods in the Study of History’, Transactions of 
the. Royal Historical Society (Great Britain), No. 21, 1971, pp. 101-18. 


Causal analysis and explanation 
Barzun, J., and H. R. Graff, The Modern Researcher, 3rd edn, Harcourt Brace 
_ Jovanovich, 1977. 
Wisdom, J. C., ‘General Explanation in History’, History and Theory, Vol. 15, 
No. 3, 1976, pp. 257-66. 
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D. J. JOHNSTONE 


Sample Size and the Strength of Evidence: 
A Bayesian Interpretation of Binomial Tests 


of the Information Content of 
Qualified Audit Reports 


Lindley (1957) demonstrated that, from a Bayesian standpoint, a given 
level of statistical significance P carries less evidence against the null 
hypothesis H, the larger (more powerful) the test. Moreover, if the sample 
is sufficiently large, a result significant on Ho at 5% or lower may represent 
strong evidence in support of H., not against it. Contrary to Lindley’s 
argument, a great many applied researchers, trained exclusively in orthodox 
statistics, feel intuitively that to ‘reject’ the null hypothesis H, at (say) 
a = 5% is more convincing evidence, ceteris paribus, against He the larger 
the sample. This is a consistent finding of surveys in empirical psychology. 
Similarly, in accounting, see the principles for interpreting statistical tests 
suggested by Burgstahler (1987). In econometrics, ‘Lindley’s paradox’ (as 
it has become known in statistics) has been explained in well known books 
by Zellner (1971), Leamer (1978) and Judge, Hill, Griffiths, Lutkepohl 
and Lee (1982), but is not widely appreciated. The objective of this paper 
is to reiterate the Bayesian argument in an applied context familiar to 
empirical researchers in accounting. 


Key words: Accounting; Evidence; Sample size; Statistical methods. 


~ 


Surveys in psychology, including most recently Nelson, Rosenthal and Rosnow 
(1986), suggest that the great majority of researchers who use statistical tests of signi- 
ficance believe intuitively that the null hypothesis is discredited more convincingly 
by a larger sample (more powerful test) at the same level of significance. In accounting, 
the evidential interpretation of tests is not often discussed, not at least in published 
research. But in a methodological paper written for research students, Burgstahler 
(1987) takes apparently the same position as those researchers surveyed in psychology: 


For more powerful tests, there is a lower degree of belief in the null (and greater belief 
in the alternative) as a result of observation of a significant statistic (p. 207). 


D. J. JounstTone is a Senior Lecturer, Graduate School of Management and Public Policy, The University 
of Sydney. 

Comments by D. V. Lindley, G. G. Judge and W. R. Kinney on earlier versions of this paper are 
acknowledged gratefully. 
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Burgstahler claims that a ‘significant’ result represents stronger evidence the higher 
the power of the test.! Consistent with this conclusion, the suggestion by some 
researchers (Burgstahler gives references) that a given level of significance entails 
greater evidence against the null hypothesis when the sample is small (power is 
low) than when the sample is very large (power is high) is expressly denied: 


[R]esearchers may even mistakenly assert that a significant result from a low-power test 
is more convincing evidence against the null than a significant result from a high-power 
test because a more extreme test statistic is required to attain significance for a low-power 
test. (p. 207) 


Notwithstanding Burgstahler’s anathema, it has been noted among theoretical 
statisticians at least since Lindley (1957) that under fairly general conditions the 
posterior probability of the null hypothesis, given a fixed level of significance P, 
increases (for a given prior) with the sample size n. Thus, a ‘significant’ result 
is more compelling if the sample size is small than large. This is known as ‘“Lindley’s 
[or Jeffreys’] paradox’. References include Jeffreys (1939, pp. 359-60), Lindley (1957, 
pp. 187-9), Pratt (1961, pp. 165-6; 1976, p. 782; 1977, pp. 63-7), Edwards, Lindman 
and Savage (1963, pp. 221-31), Zellner (1971, pp. 303-6; 1984, pp. 276-9), 
Rosenkrantz (1973, p. 314; 1977, p. 208), Cox and Hinkley (1974, pp. 395-8), Basu 
(1975, pp. 43-7), Leamer (1978, pp. 104-5), Good (1980; 1981, pp. 163-4; 1982, p. 
342; 1983; 1984; 1985, p. 260), Hill (1982, p. 345), Judge et al. (1982, p. 101), Berger 
(1985, p. 156), DeGroot (1986, pp. 449-50), Royall (1986, pp. 313-14), Johnstone 
(1986, pp. 493-4; 1989a, p. 4; 1989b), and Berger and Sellke (1987, p. 112). The 
passages quoted below are clear and authoritative: 


Prior beliefs about the null hypothesis aside, bare significance at the 5% level does not 
contradict the null hypothesis equally as the statistical problem varies or as the sample 
size varies in a given problem (for instance, testing p = .5 against p = .6 with 10 or 
1000 binomial observations). Consider also a most powerful level 5% test for a simple 
hypothesis against a simple alternative having power 99%: if the distributions are 
continuous, a result which is just significant can hardly be said therefore to favor the 
alternative, since it is also just significant at level 1% when the hypotheses are reversed. 
In fact, the more powerful the test, the more a just significant result favors the null 
hypothesis. (Pratt, 1961, pp. 165-6) 


[T]he interpretation to be placed on the phrase ‘significant at 5%’ depends on the sample 
size: it is more indicative of the falsity of the null hypothesis with a small sample than 
with a large one. (Lindley and Scott, 1984, p. 3) 


[Ajs the sample size increases in testing precise hypotheses, a given P value provides 
less and less real evidence against the null. (Berger and Sellke, 1987, p. 136) 


i The framework on which Burgstahler’s conclusion is deduced makes use of less than all available 
sample information, Johnstone (1989a) and Johnstone and Lindley (1990) suggest a more togical 
(Bayesian) framework. 
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AN EXAMPLE 


Dodd, Dopuch, Holthausen and Leftwich (1984) examine the security returns of 
firms with qualified financial reports. Abnormal returns are measured over three- 
and five-day periods around the day qualification is made known. The authors 
model the return process as: 


x ~ Binomial (n, 0) 


where x is the number of firms observed with negative abnormal returns; 7 is 
the total number of firms observed (the sample size); and 0 is the probability with 
which firms with qualified financial reports yield negative abnormal returns. The 
hypothesis tested, Mo: @ = .5, is that 50% of firms with qualified reports earn negative 
abnormal returns around the time of qualification. No alternative hypothesis is 
specified, but the test used is one-(right)-tailed. Thus, the alternative implied is 
Ha: 0 > .5.2 Two subcategories of firms, those with qualifications attributed to 
(i) litigation and (ii) asset realizing, exhibit statistically significant (at & = 5%) 
proportions of negative abnormal returns over the three-day observation interval. 
The results of these two tests are as follows: 


Test (i) litigation firms n= 130 
x= 76 
P-level = .0325 


Test (ii) asset realizing firms n=93 
x = 56 
P-level = .0307 


2 A priori, a qualified audit report may make negative abnormal returns more probable but not less 
probable, where probability is interpreted in terms of the relative frequency of negative abnormal 
returns within the population of firms examined. For some individual firms, the probability (degree 
of certainty) of a negative abnormal return may actually be reduced by a qualified audit report. 
For example, if the market had anticipated a disclaimer of opinion then a ‘subject to’ qualification 
might be thought of as ‘good news’. However, on the whole, the relative frequency of negative abnormal 
returns among qualified firms may be expected to be greater than 50%, thus justifying a one-sided 
test. 

Note that the Bayesian approach permits both frequentist and single case interpretations of 
probability. By comparison, a strict orthodox statistician cannot speak of the probability of an 
individual firm returning a negative abnormal return. 


San 


These are the terms used by Dodd et al. The ‘litigation’ category includes firms involved in lawsuits 
of sufficient importance or potential consequence to warrant qualification by the auditors. The ‘asset 
realizing’ group represents firms which, the auditors judge, have assets reported at figures above 
realizable value. 
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Both P-levels are about 3%. On a classical inferential (Fisherian) interpretation, 
the strength of evidence against Ho: 6 = .5 is the same for both tests.4 By comparison, 
on a Bayesian (probabilistic) interpretation, the evidence against H, is stronger 
for the smaller (less powerful) test than for the test with the larger sample size. 
That is, there is greater evidence that 6 exceeds 50% for asset realizing firms than 
for litigation firms. The mathematical basis for this inference is that the likelihood 
ratio, Pr{x|H.}/Pr{x|H,}, is lower for test (ii) than test (i) over the range of all 
point alternatives Ma: 6 = 6. , where ĝa > .58. In the interval .5 < 6, < .58, the 
likelihood ratios of test results (i) and (ii) are approximately equal, but as ĝa increases, 
the ratio for the result in test (11) becomes much lower than that for the result 
in test (i).5 Therefore, unless the prior probability of Ha: 0 > .5 is nearly all lumped 
in the range (.5, .58], the posterior probability of H, is less for test (ii) than test 
(i).6 For prior distributions on Ha not concentrated in the range (.5, .58], the posterior 
probability of the null hypothesis Ho is (much) lower on test (ii), the test with 
the smaller sample size, than for the larger test. That is, Ho is discredited more 
by the smaller (less powerful) test than by the test with the larger sample. 

Test (i), which is the larger (more powerful) test, discredits H, more strongly 
than test (11) only if the niass of prior probability on Ha is concentrated in the 
interval .5 < 0 < .58.7 Hence, a reader who interprets the -result in test (i) as 
stronger evidence against H, than test (ii) assumes implicitly a prior distribution 


4 Evidence is measured conventionally by reference only to the level of significance (P-level) observed; 
there is no requirement that the sample size be taken into account (other than to calculate P). Nor 
is it necessary to consider the probability (or P-level) of the data on alternative hypotheses; (cf. 
Johnstone, 1990a). See Seidenfeld (1979, pp. 70-102) and Johnstone (1987a) for explanation of the 
classical (Fisherian) logic for statistical inference by way of significance tests. 


5 Hence, unless the prior probability on Ha is concentrated in the interval (.5, .58], the ‘Bayes’ factor’ 
in favour of He against Ha: 


(.5)" 
B= 


f 0” (1-0)"”™™ g(8) dé 


5 


where g(0) represents the normalized prior density on Ha: 9 > .5, is greater for test (i) than for 
“test: (ii). 


6 For the purpose of comparing the relative evidential force of the two tests, it is assumed that the 
prior probability distribution is the same for each test. 


7 Note that if the sample sizes of the tests compared had been larger, the prior density on Ma: 0 > .5 
would have to be concentrated in an even shorter interval (i.e., g(@) would need to be more perverse). 
For example, if the test sizes were m; = 1130 and m = 1093 (adding 1000 to each), then, given the 
same P-levels as those actually observed, test (i) yields the lower posterior only if the density on 
6 > .5 is almost all in the interval (.5, .527]. l i 
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in this class.8 Specifically, an inference (belief) based on the results of tests (4) and 
(ii) that A is less probable for litigation firms than asset realizing firms implies 
(if one accepts Bayes’ theorem) the prior belief that if Hə: 6 = .5 is not true then 
0 is almost certainly in the interval (.5, .58].° 

For more diffuse prior distributions, even those with a relatively high probability 
on @ in the range (.5, .58], test (ii) provides the stronger evidence. For example, 
assume the prior probability distribution Pr{H.} = Pr{Ha} = .5, where Pr{ Ha} is 
distributed on Ho: 0 > .5 according to g(@) œ 6°(1-0)*.° This distribution gives 
both H, and Ha prior probability .5,!! which is necessary if the competing hypotheses 
H, and Ha are to be evaluated ‘objectively’ (impartially).!2 The prior density on 
9 > .5, g(@), represented by Figure 1 below, is proportional to a beta distribution 
with parameters a = 3 and b = 5 (note that the distribution shown has not been 
normalized). These parameter values are chosen such that g(@) is maximum in the 
range (.5, 1] at 6 = .5 and tails off toward zero as 0 approaches one. 


8 If we accept Bayes’ theorem we are almost bound to use it. An inference made other than in accord 
with Bayes’ theorem (e.g., the usual Fisherian inference, based on a low P-level, that the null hypothesis 
is discredited and probably false) is likely to imply, working backwards, an unacceptable prior 
distribution. A researcher who does not make explicit his prior belief distribution cannot draw an 
inference from empirical evidence without implying a prior probability distribution of some class. 
If priors of the class implied are not acceptable, then neither is the researcher’s stated inference, 
unless, of course, the laws of probability are ignored. 


w 


Thus no allowance is made for the possibility that @ is closer to .65 or .75 or higher. F> a Bayesian 
this is dogmatic — the Bayesian principle is to give very unlikely values of 0 very small, but non- 
zero, prior probability. Otherwise, if the data strongly supports an improbable value of 6, the evidence 
will not be reflected in the posterior probability distribution; mathematically, a value of 6 given 
zero prior weight gets zero posterior weight too, whatever the evidence. 


‘© The function g represents the normalized prior density for @ over @ > .5. Thus g can be interpreted 
as the probability (density) of 6 given the condition that Ha: 0 > .5 is true. 


m 
on 


Berger and Sellke (1987, pp. 114-15) explain the use of priors with a ‘spike’ of probability on ĝo. 
Briefly, if the hypothesis in question is not literally the point Æo: 0=0. but an interval hypothesis 
he: | 8-0. | < b, b is often small enough (particularly if m is not extremely large) that Pr {Ao |x} 
is approximated very closely by Pr{H. ix}. Thus, the null hypothesis, written He: 0 = 6, can be 
interpreted as an interval (disjunction) of point hypotheses, on which it is reasonable a priori to 
place non-zero probability. 


12 Note, however, that for the purpose of demonstrating that the smaller test carries stronger evidence 
against H, than the larger test, it is not necessary that the competing hypotheses, A. and Aa, be 
given equal prior probability. It is necessary only that H, have the same prior weight in each test. 


That is, the respective starting points must be the same. pP i 5 A f 
/ 
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Ficure | 
BETA PRIOR g (0): PARAMETERS a= 3, b=5 


Prior density 





Parameter value 


The posterior probability of Ho, Pr{H.|x}, based on the prior probability 
distribution described above, is given as follows: 





Pr {Ha} Pr {x| H] 7 
Pr {Ho|x} = | Pr {Ho} ae 
= | 1 + 7 a 
(.5)" f 6? (1-0 do 
where B = 


1 
f g*+? (1-9)""**4 de 
3 
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is the weighted likelihood ratio or ‘Bayes’ factor’ in favour of the null hypothesis 
H, against the alternative Ha. Note that for the purpose of revising probability 
assessments using Bayes’ theorem, the likelihood ratio is an exhaustive summary 
of the information contained in the sample concerning the unknown parameter. 

From equation (1), the posterior probability of Ho, Pr {H> | x}, is .2379 for test 
(i) and .2130 for test (ii). Thus, assuming the prior density function g (0) proportional 
to 6” (1-6)*, the null hypothesis is discredited more strongly by test (ii) than test 
(i). There is not much difference between the two results, but if the prior on Ha 
‘is distributed more evenly toward larger values of 0, the difference between the 
Bayesian results on tests (i) and (ii) becomes greater. For example, if the prior 
probability on Ha, Pr{Ha} = .5, is distributed uniformly, that is, if the density 
function g(0) is constant on (.5, 1], the posterior probability of AL, Pr { Hy | x}, 
is given by: 


1 =i 


(.5)" 
where B = —________-_— (2) 


1 
2 Í 6*(1-0)""* do 
s 


which equals .4236 for test (1) and .3652 for test (ii). 

Note that for priors over Ha concentrated on values of 0 around .7 or higher, 
the posterior probability of He is lower on test (ii) than test (i), but neither posterior 
is small. For example, if the prior distribution gives simple hypotheses M: 0 = .5 
and Ha: @ = 0a, where @, = .7 (.75) [.77], each probability .5 (other hypotheses 
are excluded a priori), the probability of the hypothesis A, is .88 (.999) [.9999] 
on test (i), and .51 (.95) [.99] on the result in test (ii). This is a simple example 
of Lindley’s paradox, where results which are ‘statistically significant’ in orthodox 
terms entail evidence in favour of the null hypothesis, not against it. 

Lindley’s paradox is apparent in both tests (i) and (ii) for prior distributions 
on Ha concentrated around 0 = .7. For distributions with more weight in the interval 
5 <6@<.7, inconsistency between the orthodox and Bayesian inferences appears 
at larger sample sizes than those in the Dodd et al. study. If the sample size n 
is very large, the conventional and Bayesian inferences based on a ‘significant’ result, 
{x: P-level = a}, where a = 5% say, are generally not consistent. For example, 
in a hypothesis test of M.: 0 = .S against Ha: 6 > .5, given the prior probability 
distribution presumed in equation (2) above, the result x = 527 (1037) in n = 1000 
(2000) trials has (one-sided) P-level equal to .05, but gives Bayesian posterior 


13 The incomplete beta function was computed using a power series outlined by Kennedy and Gentle 
(1980, pp. 104-7). 
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probability Pr {H. |x} = .7546 (.8269). Lindley (1957, p. 190) notes that for more 
moderate sample sizes, such as those in tests (i) and (ii) compared in this paper, 
the conventional and Bayesian conclusions may often be consistent (although not 
often the same; the Bayesian inference is expressed as a probability on A or on 
an interval around the null value of 0, whereas the orthodox inference is typically 
something less precise, such as a statement of the form ‘the null hypothesis is probably 
false’, or ‘there is strong evidence against the null hypothesis’. Care should be taken, 
however, when the sample size is very large. See Johnstone (1989b) for discussion 
and references on the interpretation of large sample tests. 


OTHER DODD ET AL. RESULTS 


In this section, the Dodd et al. results of binomial tests for the entire sample 
(n = 283) over three- and five-day observation intervals are examined. The Bayesian 
inferences based on these results are considered in relation to the orthodox 
P-values reported by the authors. For comparison of the Bayesian and orthodox 
results based on various other Dodd et al. observations, see Appendix A. 

Table I below is taken from the Dodd ef al. paper (Table 6, p. 24), but with 
the addition of Bayesian posterior probabilities corresponding to the P-levels stated. 
These probabilities are based, for convenience, on the prior distribution Pr {H} 
= Pr {Ha} = .5, where Pr {Ha} is distributed uniformly on .5 < 6 < 1, as per equation 
(2) above. The sensitivity of the Bayesian results to the priors on which these are 
calculated is discussed in footnotes below. 


TABLE I 


EXCERPT FROM DODD ET AL. TABLE 6 


All firms 
Event window -l to +i -2 to +2 
n = # of firms 283 283 
x=# <0 165 153 
P=% <9 58 54 
P-value (binomial test)? .0031 .0954 
Bayesian Pr {|x}? 1194 .7435 


* He: 8 = 5 against Ha: 0 > .5. 
> Based on the prior density function g(@) constant over (.5, 1]. 


The -I to +1 Result 

Here the orthodox and Bayesian inferences are consistent. The orthodox inference 
based on a P-level of .0031 is that there is strong evidence against the hypothesis 
tested; either the hypothesis H, is false or an event of very low probability (P- 
level) has occurred, hence it may be inferred that H, is probably false or in some 
sense strongly discredited (this is classical Fisherian logic). Consistent with the 
orthodox result, the Bayesian posterior probability of the null hypothesis is only 
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.1194 (down from a prior of .5).!4 It is apparent, therefore, that if the P-level observed 
is low enough (i.e., if the test statistic observed is discrepant enough with H), 
it does not matter that the sample is moderately large, the posterior probability 
of H. is low nonetheless. Generally, an extremely low P-value represents strong 
evidence against H, even if the sample is fairly large. Ultimately, however, Lindley’s 
paradox takes over; if n is sufficiently large, even the smallest P-values support 
H.. Note, for example, the results conditioned on P-levels .001 and .0001 tabled 
in Appendix B below. 


The -2 to +2 Result 

If the sample size is large, a result just significant at say a = .05 or a = .01 may 
support the null hypothesis. For results ‘not significant’ at these conventional 
partitions (i.e., P-levels > .05), the sample size need not be very large before HL 
is (strongly) supported.!5 In the case of the Dodd et al. result for days -2 to +2, 
a P-level of .0954 with a sample of n = 283 increases the probability of H, from 
.5 to .7435.!6 In this case, the Bayesian and conventional inferences are logically 
inconsistent. A conventional interpretation of the P-level .0966 is that there is neither 
(strong) evidence for or against Ho, which would suggest, contrary to the Bayesian 
inference, that the probability of Ho is not (much) changed. 

Note that if the P-level observed had been higher, and/or the sample size larger, 
the Bayesian posterior probability of H, would have increased more substantially. 
Suppose, for example, that the sample size had been n = 500 (1000) [5000]. In 
this case, assuming the same P-level .0954, the probability of Ho, given by equation 
(2), would have increased from .5 to .7999 (.8521) [.9305]. It is clearly important, 
therefore, to interpret orthodox P-values very carefully. In particular, the sample 


14 This result is quite insensitive to the prior distribution on Ha: 0 > .5. Specifically, the posterior 
probability of Heo conditioned on the observed value of x is low unless values of 0 more strongly 
indicated by the data (i.e., closer to the observed sample proportion p = .58) are ruled highly improbable 
a priori. For example, if the prior probability on Ha is distributed uniformly on the interval 
65 = 0 < 1 say, Pr{AH,|x} equals: 


(5Y? / SY + (11.35) f a 1-0)” dé] = .9514 


But if the prior is distributed more evenly over all Ha: 0 > .5, the posterior probability of M, is 
generally well below .5. For the prior represented by Figure 1 above, Pr {Ay |x} = .0536. 


— 
tA 


It is often claimed that results which are not significant at conventional levels such as a = 5% should 
be interpreted not as evidence in favour of the null hypothesis H., but merely as no (strong) evidence 
against H, (cf. Cox, 1977, p. 57; 1982, p. 325), and Johnstone (1988, pp. 322-3). This interpretation 
is not always appropriate; if the sample size is (very) large, middle and high P-values can entail 
extremely strong evidence in favour of the null hypothesis. See Appendix B. 


té This increase in the probability of H, holds over a wide class of possible prior distributions. The 
probability of H. is reduced only for prior distributions on Ha with a large concentration around 
0 = .54. But if the prior on Ħa is distributed more evenly, or concentrated around values of 0 greater 
than about .58, the P-level .0954 with n = 283 represents evidence supporting H.. Note that even 
for the prior density function g(0) represented by Figure 1 in the text, which has over half its weight 
in the interval (.5, .6], the posterior probability of A, decreases only marginally from .5 to .4961. 
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size must be accounted for in conjunction with the P-level reported. This is explained 
in just a few orthodox textbooks; notably, Cox and Hinkley (1974, pp. 397-8), 
and Kendall and Stuart (1979, p. 197). See also Hodges and Lehmann (1954), and 
Appendix B of this paper. 


Excluding the ‘Busy’ Period 

The classical interpretation of statistical significance tests (due to R.A. Fisher) makes 
no reference to the sample size (see footnote 4). It is not usual, therefore, that 
researchers condition the inferential interpretation of observed levels of significance 
on the size of the sample observed. Consider, for example, the paragraph below 
from the paper by Dodd et al.: 


The number of observations in the full sample falls from 283 to 210 when the ‘busy’ 
period [data for firms filing around March 30] is eliminated . . . The proportion of 
firms with negative abnormal returns in the period -1 to +1 increases from 58%. . 
to 61% . . . which decreases the P value for the binomial test from 0.0031 to 0.0006. 
The proportion of negative returns in the asset realizing group in the same window rises 
to 67% from 60%, and the P value for the binomial test decreases from 0.0307 to 0.0049. 
Other P values are essentially unaltered. (p. 28) 


In this passage, the authors report changes in P-levels, but give no relevance to 
the corresponding changes in sample size. A lower P-level is interesting in itself, 
but more so in conjunction with a smaller sample. In particular: 

I. The decrease in the P-level for all firms (-1 to +1) from .0031 to .0006 when 
the ‘busy’ period is excluded strengthens the evidence against Hy: 0 = .5; not 
only is the P-level smaller but so is the sample size.!? The probability of A 
given by equation (2) falls from .1194 (n =: 283, P-level = .0031) to .0230 
(n = 210, P-level = .0006). Similarly, Pr{H,|x}, calculated as per equation (1), 
falls from .0536 to .0118. 

2. The decrease in the P-level for asset realizing firms (-1 to +1) cannot be 
interpreted immediately because the reduced sample size is not reported. It 
would appear, however, that the new sample size is n = 66; a result x = 44 
in n = 66 observations gives p = 67% and P-level .0049 which is as reported 
by the authors. If n = 66 is the size of the reduced sample, the probability 
of H.: 0 = .5, given a uniform prior on Ha, falls from .3652 (n = 93, 
P-level = .0307) to .0766 (n = 66, P-level = .0049). For the prior assumed 
in equation (1), the posterior probability of He falls from .2130 to .0561. 

3. If firms filing around March 30 can be excluded from the sample, there is 
generally an increase in the evidence against the null hypothesis AQ: 0 = .5. 
It is reported that most P-values are no lower than when the ‘busy’ observations 
are included, however the sample sizes are lower. Generally, therefore, so is 
the Bayesian posterior probability, Pr{ |x}. 


17 Data for firms filing 10-K reports with the SEC close to 30 March are considered relatively unreliable 
due to the great volume of reports processed by SEC personnel at about that time; cf. Dodd ef 
al, (1984, p. 27). 
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CONCLUSION 


The result in a test of statistical significance should be interpreted with respect 
to the sample size: ‘5% in to-day’s small sample does not mean the same as 5% 
in to-morrow’s large one’ (Lindley, 1957, p. 189). In general, a fixed level of 
significance P represents less evidence against the null hypothesis as the sample 
size n increases.!® Moreover, if n is large, a result which is significant at 5% or 
lower may often represent evidence in favour of the null hypothesis, not against 
it. To account for this logical ‘paradox’, it is recommended in advanced orthodox 
textbooks (references are provided above) that the ‘critical’ level of significance 
a be made more stringent (smaller) than usual when the sample size is large. If 
œ is made (very) small when n is (very) large, then presumably the null hypothesis 
H will not be ‘rejected’ when the evidence, on a Bayesian interpretation, is that 
H, is (approximately) true.!9 Thus, by setting œ lower than normal when n is large, 
an orthodox statistician can come to conclusions not inconsistent with those of 
a Bayesian. 

There is, however, no theoretical basis on which to fix œ with respect to n. In 
a decision theory approach, the test characteristic œ (defined as the probability 
of a type I error) is determined by reference to the loss function, but if the test 
is to be interpreted inferentially (e.g., ‘on the basis of the sample observed, the 
null hypothesis Æ% is highly improbable’) rather than as a decision between alternate 
courses of action (e.g., accept or reject the account balance stated by the company 
audited) there is no particular decision contemplated and hence no loss function 
to which to refer. It is not clear, therefore, without explicit Bayesian calculations, 
how to interpret a given level of significance in terms of evidence. The sample 
size is important, but there is no formal relationship by which P-levels can be 
calibrated Bayesianly (Berger and Delampady, 1987, pp. 327-8; Berger and Sellke, 
1987, pp. 135-6, 138). This is of great concern to those researchers who employ 
orthodox techniques, particularly tests of significance, yet think of themselves, at 
least in principle, as Bayesian (cf. Burgstahler, 1987, p. 204). 

An orthodox P-level is a summary of data, but not in itself an (inductive) inference. 
Inference is what one makes of that P-level. The logical inference based on a reported 
P-level depends generally on whether the logic applied is orthodox (Fisherian) or 
Bayesian. Recently, statistical theorists have compared the Bayesian and conventional 
interpretations of orthodox P-levels over a broad class of statistical tests. Note 
especially the papers of J. O. Berger and Sellke (1987), J. O. Berger and Delampady 
(1987), and Casella and R. L. Berger (1987) in recent issues of the journals of 


i8 The relevance of the sample size is apparent from an orthodox standpoint if results are expressed 
as confidence intervals rather than P-levels. In general, the results (P-level = œ, nı) and (P-level 
=a, m2), where m * m, give rise to different confidence intervals at the same level of confidence 
(although the interval with the larger n is fully subsumed within the wider interval). 


'9 In most orthodox statistics textbooks, the result of a statistical hypothesis or significance test is 
expressed as either ‘accept Ho’ or ‘reject Ho’ at a fixed (predesignated) ‘critical’ level of significance. 
This formal approach is due to Neyman and Pearson, and is widely accepted. For critical accounts 
of the Neyman-Pearson paradigm, see Seidenfeld (1979, pp. 28-69) and Johnstone (1987b). 
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the American Statistical Association (JASA and Statistical Science). In accounting, 
the paper by Burgstahler (1987) published in The Accounting Review takes ostensibly 
a Bayesian approach but comes erroneously to ‘orthodox’ (contra-Bayesian) 
conclusions (note again footnote 1). Researchers who accept Burgstahler’s argument 
may be under the impression that to be orthodox is in effect, or ideally, to be 
Bayesian. It is important, therefore, that empirical researchers in accounting, who 
may not have been trained in Bayesian statistics, appreciate that the Bayesian and 
conventional inferences predicated on the same P-level are not necessarily, or in 
general, the same, especially if the sample size is very large. 

In particular, Bayesian theorists maintain that the larger the sample size, the 
weaker, generally, the evidence (against the null hypothesis) entailed by a given 
level of significance. This is of particular concern in relation to securities market 
based research in accounting and finance where some samples are immensely large 
(Ball and Foster, 1982, pp. 186-7). In studies such as these, results only just significant 
at levels such as 5% may more support the null hypothesis than discredit it. It 
may be useful, therefore, as in this paper, to re-examine previously published results 
using Bayesian instead of orthodox techniques. A great many published conclusions 
will be strongly confirmed (strengthened), particularly if the observed P-level is 
very low or the sample size not very large. However, more importantly perhaps, 
established results based on very large samples where the P-level is not extremely 
low may in some cases be qualitatively incompatible with Bayesian conclusions 
based on the same experiment. It is not logical (Bayesian) to argue that, merely 
because the observed level of significance is say 5% or less, the null hypothesis 
is (necessarily) discredited. If the objective of an empirical research study is to 
discredit the null hypothesis (i.e., to demonstrate or confirm ‘an effect’, such as 
information content), a result just significant at 5%, when the sample size is very 
large is usually not significant in any sense but the formal statistical. Moreover, 
on a more Bayesian analysis, the hypothesis tested may be strongly supported. 

In orthodox terms, a very large test means that the null hypothesis is almost 
certain to be ‘rejected’ at say a = 5% even if the true parameter is very close to 
@ (assuming that the model is correct?°); that is, power Pr {P-level < a [0a} > 1 
for 6, — ĝo. It is no surprise, therefore, and not of great significance in itself, 
if, in a very large experiment, the observed level of significance is say .05; (cf. 
Berkson, 1938, pp. 526-7; Hodges and Lehmann, 1954, p. 261). Moreover, if the 
sample size is sufficiently large, the orthodox (two-sided) 100(1-a)% confidence 
interval corresponding to the result (two-sided P-level = a, n) is [00, 0. + €], where 
ə is the null (hypothesized) value of the unknown parameter 0, and e (which may 
be negative) is arbitrarily small. Thus, if the sample size is very large, a result 
significant at say a = .05 (e.g., a P-level of say .04) may imply a confidence interval 


20 An invalid or inadequate model may reduce the power of a test (Lev and Ohlson; 1982, p. 270). 
However, it is possible too that the power of the test (the probability of rejecting the null hypothesis 
conditional on a specified alternative) may increase (cf. Johnstone, 1990b). For example, if a relevant 
variable is excluded from a regression equation, the f-values of variables included (and correlated 
with the variable excluded) may be biased upward (or downward) towards the level required for 
rejection of the null. 
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not including 6., but so close to 4) and so short that if the true parameter 0 is 
included in that interval, then the null hypothesis, Hə: 0 = 0o, is as good as correct 
for any- practical purpose. 

In a case such as this, it is more to the point to report the 100(1—a)% confidence 
interval (for a = .05 say) implied by the P-level observed than the P-level by itself. 
Generally, if the sample size is very large, a report which says that the observed 
P-level is equal to .049, or, more ambiguously, that the particular sample observed 
is ‘significant at a = .05’, entails logically strong evidence of little or no real effect, 
but may not be interpreted as such by readers who routinely reject the (usually 
null) hypothesis of nil effect, or consider that hypothesis discredited, on seeing 
the locution ‘significant at a = .05’. 
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APPENDIX A 


Table 2 is a modification of the Dodd et al. Table 6 (1984, p. 24). The P-values 
shown are from the original table. For n greater than 19, these are calculated using 
the normal approximation of the binomial distribution (with continuity correction). 
Note that for n = 36, the proportions of firms with negative abnormal returns 
given in the original table do not match the stated P-levels. The matching proportions 
are .56 = 20/36 (-1 to +1) and .53 = 19/36 (-2 to +2). Similarly, for n = 19 the 
proportions of firms with negative returns implied by the P-levels stated are .63 = 
12/19 (-1 to +1) and .58 = 11/19 (-2 to +2). In addition to these alterations, Table 
2 includes the Bayesian posterior probability of Ho, Pr{H.|x}, calculated both from 
equations (1) and (2). 


TABLE 2 


DODD ET AL. TABLE 6 RECONSTRUCTED 





Type of qualification Window n x p=x/n  P-level" Pr{Holx} 
All -lto+l] 283 165 58 -0031 1194” .0536° 
-2 to +2 283 153 54 0954 7435 496] 
Litigation -ltot+l 130 76 38 0325 _, .4236 .2379 
-2 to+2 130 72 55 1271 .7085 4739 
Asset realizing -I to +] 93 56 60 .0307 3652 .2130 
-2 to +2 93 50 53 .2670 7962 5850 
Multiple uncertainties -İ to +1 36 20 36 3089 7255 3282 
-2 to +2 36 19 53 4340 .7864 3924 
Future financing -l to +1 19 12 .63 1796 5253 3980 
-2 to +2 19 10 33 3238 7498 5684 
Going concern ~] to +] 16 5 31 .9616 .8876 .7350 
-2 to +2 16 8 50 5982 .7695 5910 
Disclaimers -[to+l 5 3 .60 5000 9882 4912 
-2 to +2 5 3 .60 5000 5882 4912 


* Binomial test of Hs: 6 = .5 against Ha: 0 > .5. 
> Based on the prior density function g(@) constant over (.5, 1]. 
° Based on the prior density function g(@) Œ 6” (1-6)* over (.5, 1]. 
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Note that the low posterior probability of the null hypothesis (-1 to +1) for 
the whole sample (for both priors) is attributable to firms in the litigation and 
asset realizing categories. For firms in the other categories, and for all firms over 
the wider observation interval, Pr{H,|x} is (for both priors) generally higher than 
Pr{H.} = .5, indicating that the Dodd et al. binomial tests tend to confirm the 
null hypothesis that positive and negative abnormal returns are equally likely for 
firms with qualified audit reports. 


APPENDIX B 


Classical levels of significance should be interpreted in relation to the size of 
the sample. The importance of the sample size can be demonstrated from a Bayesian 
perspective by comparing the posterior probability of the hypothesis tested, 
‘Pr{H.|x}, conditioned on a fixed level of significance (P-level), over increasing 
values of the sample size n. Consider, for example, a (one-sided) test of significance 
on the null hypothesis H.: 6 = @. = .5 against Ha: 6 > @, given the model 
x ~ Binomial (n, 6), where n is the sample size, 0 is the probability of a ‘success’ 
(@ is assumed constant from trial to trial), and x is the observed number of ‘successes’ 
(x = n). This is the one-sided binomial test described by Dodd et al. Table 3 shows 
the number and proportion of successes necessary to achieve given levels of 
significance .05, .10, and .25 for increasing values of n. 


TABLE 3 


OBSERVED PROPORTION p SUCH THAT LEVEL 
OF SIGNIFICANCE EQUALS P 


n P-level = .05 P-level = .10 P-level = .25 
x p=xjn x p=xjn x p=xjn 

20 14 .7000 13 6500. 12 .6000 
30 20 .6667 19 .6300 17 5667 
100 59 5900 57 .5700 54 5400 
250 139 5560 136 5440 . 131 5240 
1000 527 -5270 521 .5210 Sil SHO 
- 2000 1037 5185 1029 5145 1016 5080 
10000 5083 5083 5065 5065 5034 .5034 
100000 50261 5026 50203 .5020 50107 SOI 
1000000 500823 5008 500641 5006 500338 5003 
10000000 5002601 .5003 5002027 5002 5001067 5001 
50000000 25005816 5001 25004532 5001 25002385 5000 


* The values of x given are those with P-levels closest to the stated levels. For n = 20, the exact P- 
levels are .0577, .1316 and .2517. For larger n, the exact P-levels are very close to the levels stated. 


> Rounded to four decimal places. 


Note that as the sample size n increases, the observed proportion of successes 

p = x/n with P-level equal to œ approaches ĝo = .5 (the higher a the closer {p: 

P-level = a} to 0o). Intuitively, therefore, or in terms of the likelihood ratio, 
? a te 
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Pr {x | Ho} / Pr {x| Æ}, the higher n the wider the interval of alternative hypotheses 
[é., 1], where 6. > 8o, excluded or strongly refuted by a result just significant at 
a (cf. Good, 1981, p. 164). 

Hence, depending on the prior distribution, the more the Bayesian posterior 
distribution converges on Ho: 8 = 0o. For example, assume the ‘objective’ (impartial) 
prior probability distribution Pr{H,} = Pr{Ha} = .5, where Pr{Ha} is distributed 
according to g(@) uniformly over (.5, 1]. Table 4 gives the posterior probability 
of A, Pr{H.| x}, given results with P-levels equal to .00001, .0001, .001, .01, .05, 
.10, .25, and .40 for increasing values of the sample size n. 


TABLE 4 


BAYESIAN Pr{Hol x}* 


P-level 
n .600061 0001 001 01 05 10 ~ 25 40 
20 .0000 .0002 0113 0464 2077 4616 .6094 .7157 
30 .0000 .0004 .0085 .0783 3102 4601 .6934 .7664 
100 .0002 .0026 .0226 .1855 „4540 .6231 .7881 .8501 
250 .0006 . .0045 .0377 .2622 579] .7242 8596 .9009 
1000 -0012 . .0117 .0938 4521 -7546 8521 9291 9506 
2000 0018 .0151 .1172 .5205 .8269 8951  . .9477 .9660 
10000 0042 .0379 .2464 £7228 9136 9499 .9768 .9846 
100000 .0137 .1090 5140 8946 9714 9840 .9926 9951 
1000000 0427. .2829 -7702 9641 9909 9949 .9976 9984 
10000000 1239 5555 9141 9884 997] 9984 .9993 9995 
50000000 -2405 .7365 .9597 .9948 .9987 .9993 .9997 .9998 


* Based on the prior density function g(9} constant over (.5, 1]. 


Note that as the sample size increases, the posterior probability of Ho, conditioned 
on {x: P-level = a} approaches I for fixed a. Moreover, if n is sufficiently large, 
a result just significant at .01, .05, .10 or any other level of significance, no matter 
how small, supports the null hypothesis. Thus, even if x is significant at a = .01 
or lower, if the sample size n is (very) large, the evidence supports the hypothesis 
tested. With regard to results ‘not significant’ at conventional partitions such as 
a = .05, if the observed level of significance is high, the sample size n need not 
be very large before H, is much more strongly supported (more probable) than 
Ha. Thus, statistical insignificance may often represent extremely strong evidence 
in favour of the null hypothesis. This has been explained by both orthodox and 
Bayesian statistical theorists. References include Berkson (1942, p. 331), Neyman 
(1955, pp. 40-1), Gibbons and Pratt (1975, p. 21), Birnbaum (1977, pp. 37-8), Pratt 
(1977, pp. 64-5) and Johnstone (1990c). 
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COMMENT 
D. V. Lindley 
The calculations are much easier with the normal than the binomial, and the former 
is a good approximation to the latter except when n is small; so we discuss the 
normal. The standard deviation is taken to be 1 and the null value of the mean 
0 to be 0, both without loss of generality. One-sided tests are used. 
Hence we test Ho: 0=0 
against Ay; @>0 


The sufficient statistics are the sample size n and the mean X. Hence the posterior 
odds ratio is 


P(ALI*X, n) E p(l Ha, n) p(A,) 
P(HolX,n)  p@Œ@liHa„n) p(H) 





The final factor depends neither on X nor n, so we concentrate on the other factor 
on the right hand side, the ‘likelihood ratio’. It is 


f p @10,n) p (01H, n) dO 
0+ 


p (X|0, n) 
[ PEEN PtH) do (1) 
O+ g 


p (x18, n) | n 32 n | 
Le tee BELE f +E 
Now p (¥10, n) APSA X) 2 * 


The expression in square brackets has its maximum in @ at ¥, the value there 
is n/2 ¥°, and minus the second derivative at the maximum is n. 

Consider results which are significant at a fixed level. Equivalently, results for 
which X = c/n, where c is a positive constant. (At the 5% level, c = 1.645 
etc . . .) The expressions in square brackets have maxima at c/ vn; the value there 
is c’/2 (a constant), and minus the second derivative there is n. The situation is 
sketched in the figure for two sample sizes, m and n, with n > m. 
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the harmonic mean of the @ values, c//n and c/ Vm, at which the functions achieve 
their separate maxima. 

Returning to the ‘likelihood ratio’ (1), with the integral of the exponential of 
the expression just considered, with respect to the prior p(@| Ha) (which latter does 
not depend on ¥ or n), it is clear from the figure that (1) will be smaller for n 
than m, at least in general. This is because as the sample size increases 
(n > m) the curve in the figure keeps its maximum at c’/2 but its width (governed 
by the reciprocal of minus the second derivative at the maximum, n/2) decreases. 
This general situation would not obtain if the prior peaked around c/ vn. 

Hence if we consider results having a fixed significance level, indicating on Fisher’s 
antithesis a fixed support for Ho, it will usually happen that the larger sample 
size will support H, more strongly than the smaller. Asymptotically (n — ©) this 
will always happen and indeed the posterior probability of Ho will tend to one. 
(This is the paradox.) 
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WOLODYMYR MOTYKA 


The Impact of Western Europe on Accounting 
Development in Tsarist Russia Prior to 1800 


Ubiquitous economic, social and political factors shaped the development 
of commerce in Tsarist Russia prior to 1800. Trade with the Hanseatic 
League might have been expected to have brought a concomitant 
modernization of accounting techniques in the State of Muscovy. However, 
the economic backwardness in which merchants operated, their virtual 
illiteracy, deep conservatism and traditional ways significantly delayed the 
adoption of superior European accounting concepts and practices, including 
double entry, in spite of Tsarist edicts to the contrary. Accounting literature, 
an important channel for dissemination of accounting ideas, first appeared 
in the Russian language in the eighteenth century, consisting in the main 
of translations of French and German works. 


Key words: Accounting; Eastern Europe; History; U.S.S.R. 


In much the same way that the commingling of unique economic, political and 
cultural events of a particular society shapes its history, so do they shape the course 
of development of commerce. Accordingly, in the Russian State, as elsewhere, the 
advent and subsequent development of commercial record-keeping is to be sought 
in the conduct and progress of commerce. ! E 

For Russians? there were essentially three broad possible avenues for the 
development of accounting: (a) to develop progressively better recording practices; 
(b) to adopt existing superior practices and ideas (the intellectual technology) of 
rival merchants from foreign cultures; and (c) to adopt and later adapt, practices 
and ideas of rival merchants from foreign cultures. l 


! ‘Development’ is taken here to mean the spread of accounting knowledge and ideas in addition 
to the refinement or creation of new ideas. In an individual’s case, ‘development’ may certainly 
be appropriate in the latter.sense while not contributing to the body of accounting knowledge. 


2 The label ‘Russia’ is more often than not applied indiscriminately to the various'peoples, states 
and territories far beyond the proper territorial boundaries of ethnic Russians, past and present. 
In this article the term refers to that area (until the eighteenth century) which originally was the 
territory of the Great Novgorod State and the State of Muscovy (which in the 1470s conquered 
the former). From the eighteenth century it refers to the territory of the Russian Empire, exclusive 
of the territory of Ukraine. The western parts of the Empire acquired by conquest after 1700 are 
regarded as distinct peripheral territories and developments there are included to the extent that 
they have a bearing on accounting developments in the Russian language. More properly they deserve 
closer separate attention along the lines of a regional study. 


Wo.opymyr Mortyka is a Lecturer in the Department of Commerce, University of Newcastle, Australia. 
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Identifying which was the initial and predominant source of progress of accounting 
in Russia, and the reasons therefor, provides important insights into those features 
of accounting development and their genesis which distinguish the practice of 
accounting in that part of the world. On a wider front, understanding may constitute 
a prerequisite for the progress and development into modern accounting. 

The scope of this study is confined to the period up to 1800. To place the analysis 
in perspective it is useful to view the accounting developments in this part of the 
world within the following schema: 


Phase Period peice Salle 
characteristics 
| Pre-Revolution 
I pre-1715/25 Rudimentary/ primitive 
Il 1715/25 to 1860s Transition to and consolidation of 


modern European forms 


IMI 1860s to 1917 Growth and experimentation 


Post-Revolution 


IV i 1917 to 1930 Nationalization and retardation 
V 1930 to present State centralization and 
standardization 


The selection of these periods is subjective. The beginning and end of a phase 
cannot be unequivocally identified and dates should be treated as approximate 
delineations. Even so, each period can be characterized as representing a substantively 
different set of events relevant to accounting development. The last decade in the 
reign of Peter I (1715-25) is chosen as the end of the first phase of accounting 
progress. The 1860s is chosen as the end of the second phase, for by that time 
the consequences of a range of initiatives undertaken at various times in the period 
— in government, education (privately funded) and publishing for example —- had 
taken sufficient root to provide a basis for ushering in a new phase. 

The social and economic developments during the course of the first two phases 
gave rise to.a proliferation of accounting (‘bookkeeping’) practices similar to those 
which developed elsewhere in Europe. Accordingly, this study deals exclusively with 
the first part of the second phase. 

In Phase I, the territory of the Novgorod State and, further east, the area of 
the fledgling Muscovite Principality, straddled the fringes of both the European 
and the Asian trading spheres. The isolation of this distant and largely landlocked 
geographic region, beset with a harsh cold climate, was not generally conducive 
to the building of international ties. Yet traders from northern Europe tracked 
overland and later travelled eastward by ship, while traders from Asia and the 
Middle East wound their way via river and land routes. Over centuries some 
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rudimentary knowledge of record-keeping was undoubtedly fostered by international 
trade. 

Unfortunately, direct evidence of Russian bookkeeping practices is extremely 
scarce. Thus the approach for Phase I was, perforce, indirect. It drew upon the 
nature and extent of commerce as well as the circumstances and the degree of 
contact with foreign merchants and their record-keeping practices. Hence the most 
convenient starting point is the commercial activities of the Hansa merchants vis- 
a-vis, initially, the Novgorod State and the subsequent relations with the Muscovite 
Tsars. 


PHASE I 


Commerce and Record-keeping prior to 1700: The Hansa Connection 

The Hanseatic League was by far the most influential group of merchants in the 
Baltic, particularly from the latter thirteenth century through to, approximately, 
the middle of the fifteenth century. The origins of the League are traceable to 
the early trading activities ‘conducted along the shores of the eastern Baltic and 
inland, up the rivers, and which coincided with raiding and piracy activities since 
much earlier times’ (Esper, 1966, p. 458). 

The ascendancy of Viking power gave rise to Scandinavian dominance of commerce 
in the Baltic region. However, with the coming of German merchants and the 
christianization of most of the region, commerce began to be more organized. After 
the Viking expansion the company of merchants on the island of Gotland dominated 
Baltic trade and represented the first phase in the evolution of the Hanseatic League. 
From them there gradually evolved an extensive and informal commercial 
‘organization’ (effectively a cartel) involving the towns and cities that sprouted on 
the shores of the Baltic and dominated, in the second phase, by the German city 
merchants of Lubeck. This informal and very effective association of commercial 
towns and cities, known as the Hanseatic League (the Hansa), never transformed 
itself into a political state, though the number of town and city members at times 
reached 200. Even so, in the period of its most extensive influence, the Hansa 
merchants’ domination of Baltic trade affected political life of the area. 

Apart from an extensive network of itinerant trade, and numerous German 
merchant settlements, the Hansa operated four major trading outposts, known as 
kontors (foreign offices). These dealt with all the overseas trade of League members. 
At the westernmost end of its zone of commerce were the kontors of London 
(the Steelyard), at Bergen (the German Bridge) and Brussells (Lopez, 1971, p. 118). 
Its easternmost outpost was the kontor at Novgorod, known as the Peterhof, which 
had been captured from the Scandinavians (Esper, 1966, pp. 459-60). The Peterhof 
at Novgorod (symbolized by the key of St Peter) was the most important centre 
of Novgorodian and subsequently Russian commerce with the Hanseatic merchants 
and was indispensable for normal trade (Esper, 1966, pp. 459-60). It should be 
noted that up until 1470 Novgorod was the capital of a sovereign state and people 


3 There was another kontor at Pskov. However, this was of no real commercial consequence. 
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separate from the emerging State of Muscovy. In 1470 the State of Muscovy 
conquered and absorbed the Novgorod State into its emerging empire. In the process 
the merchantry of Novgorod was drastically depleted by a mass transfer of the 
surviving merchants to Moscow, at the wish of the conquering Tsar (Sieden, 1971, 
pp. 720-3). 


The Peterhof Kontor 
By the end of the thirteenth century German merchants were regular visitors to 
the Novgorodian cities of Vitebsk and Smolensk. Their privileges expressly permitted 
them to trade beyond these towns, but from the beginning of the fourteenth century 
they seldom went beyond Novgorod and Polotsk (Dollinger, 1970, p. 234). ` 
Conditions at the Novgorod kontor were the most austere of all the Hansa’s 
kontors. Dollinger (1970), for example, provides a revealing account of its size 
and manner of operation: 


The Peterhof was situated on the right bank of the river Volkhov, at the corner of the 
market square, surrounded by a palisade with only one entrance gate. The principal 
building, the stone-built church of St. Peter . . . [had around it] . . . hutments which 
served as living quarters for the merchants (Meistermanner), their assistants and 
apprentices, and also the great meeting-hall, business premises and administrative offices, 
stalls, malt-house, presbytery and prison. (p. 99) 


Because of the differences in language, religion and manners the Germans lived there 
even more retired than elsewhere, in constant fear of attack and robbery. By day Russians 
were allowed within the walls of the Peterhof to buy or sell, no commercial transaction 
being permitted outside. But at night the entrance gate was hermetically sealed, guard 
dogs roamed within the walls and watchmen were locked into the church where the 
most valuable merchandise, the archives and the treasury were kept. Masters on the 
one hand, and clerks and apprentices on the other, formed separate societies, each with 
their own dormitories and refectories. There were few amusements available to this purely 
male group of a few dozen or hundred inhabitants. All they could do during the long 
evenings of the Russian winter was to talk and drink in the great heated common-room. 
Even so, any excessive indulgence was kept strictly in check by the threat of fines or 
imprisonment. (pp. 182-3) 


The Hansa merchants, for their part, had made every effort from the outset 
to retain any monopoly of trading rights and privileges they had acquired. Restrictive 
trade practices and barriers to entry were employed. One tactic was to prohibit 
German merchants from entering into partnership with foreigners. This prohibition 
was originally introduced at the end of the thirteenth century, specifically against 
Novgorodian (Russian) traders, to ban ‘business associations with Russians, either 
in the form of a partnership or a commission agency, under pain of a fine of 
fifty marks” (Dollinger, 1970, p. 200). At the same time they banned all credit 
transactions, under penalty of a fine, for the settlement of loans proved to be a 
further source of disputes with the Russians’ (Dollinger, 1970, p. 205). Accordingly, 


4 Later similar prohibitions were introduced vis-d-vis the Flemish (1360), and the non-Hanseatics. 


5 The Hansa merchants had initially adopted a negative attitude to credit in general, but from the 
fourteenth century it was used by them on a large scale. 
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commerce with the Germans of the Hansa was greatly restricted and the potential 
imitation of their practices inhibited. 

From the Novgorodian perspective, politics of state and empire were very much 
intertwined with commerce. Consequently the position of German Hansa merchants 
at the Peterhof was often quite precarious. In 1424, for instance, as a reprisal for 
an attack on some Russian ships, 150 Germans were arrested. Thirty-six died in 
captivity. Then, in the middle of the fifteenth century, war between the Teutonic 
Order and the Russian princes caused a Hanseatic blockade which lasted for five 
years. A new crisis occurred in 1468. German merchants were arrested once again 
and the kontor was transferred to Narva. Only four years later was it resumed 
(Dollinger, 1970, pp. 295, 182). 

Nevertheless, the Novgorod kontor remained in operation until it was closed 
by Tsar Ivan III in 1494. Again politics and commerce were commingled. The 
closure was a stratagem to extract better commercial privileges for Muscovite 
merchants, and Russian trade in general, from the Livonian Hansa towns which 
had by that time made large inroads on the Lubeck and Westphalian Hansa 
merchants’ dominant role in Russian trade® (Dollinger, 1970, p. 294; Kazakova, 
1975, p. 273). 

In spite of the Peterhof’s closure, contact with foreign merchants continued but 
on a much diminished scale. Trade was increasingly re-routed to the Livonian towns 
of Riga, Reval and Dorpat. The Hansa’s renegotiated re-opening of the Peterhof 
in 1514 did not regain for Novgorod the commercial pre-eminence that this trading 
centre enjoyed prior to 1494, though it still remained an important transit point 
in Russian—Western trade. 

At the beginning of the sixteenth century, trade in the State of Muscovy was 
concentrated in three cities: Novgorod, to which German, Danish and Swedish 
merchants came; Moscow, to which Polish and Lithuanian traders came (a 
consequence of Muscovy’s politics with Livonia regarding commercial privileges 
for Russian commerce); and Chlopigrod (near Yaroslav), to which Asian and Turkish 
merchants came. These centres were located on rivers, which were important 
transport arteries and were in, or adjacent to, production areas for flax, hemp, 
tallow, wax, skins and furs — the main items of the Russian export trade (Attman, 
1973, p. 19). 

The Muscovite State did not have any ports of its own, or a staple at any of 
the existing ports controlled by non-Muscovites. The Tsar’s political aspiration 
of establishing access to a port city on the Baltic, even though a network of overland 
routes existed, was a constant underlying element of his relations with the Lubeck- 
based Hansa merchants and those of Livonia. This is understandable for, 
economically, shipping in the Baltic (as in the Mediterranean) had become the 
much more attractive transport alternative, particularly for cheap bulk raw materials 
which were the main feature of the Russian market. 

6 ‘The closure of the Novgorod Peterhof involving the “closing down” of the 49 merchants present 
and the confiscation of their goods to the value of 96,000 marks, created a panic amongst the Hansa 
merchants’ (Kazakova, 1975, p. 273). ‘The Tsar [Ivan III] deported the 49 merchants to Moscow. 


They were retained for three years and when released, perished at sea on their journey home...’ 
(Dollinger, 1970, p. 182). 


40 








ACCOUNTING DEVELOPMENT IN TSARIST RUSSIA 


In the next half-century of political manoeuvring, the central feature was the 
question of commerce between three rival principals: the Muscovite Tsars, who 
wanted to extract better commercial privileges in the form of gaining direct contact 
with Western merchants instead of having to rely exclusively on the German Hansa 
merchants as middlemen; the Hanseatic League, which wished to retain its exclusive 
privileges in Russian trade; and the merchants of the Livonian cities who were 
challenging the Lubeck and Westphalian Hansa members for dominance of Russian 
trade. 

By the middle of the sixteenth century the overall influence of the Hansa merchants 
had waned, which was to the advantage of the Livonian cities of Reval, Riga and 
Dorpat as well as the Dutch and English merchants. Even so, the German merchants 
forming the Livonian branch of the Hansa had actually strengthened to the degree 
that they were able to establish themselves as the only intermediaries in trade between 
the Hanseatic West and Russia. The arrival of the Dutch and the English on the 
scene brought strong new competition to the region. For in 1553 the English had 
discovered the White Sea route to the northern coastal town of Arkhangelsk — 
a back door to the Russian commercial hinterland. At the same time the Dutch 
maritime presence rose quite dramatically along the traditional sea routes through 
the Baltic. The new competitors created further opportunities for foreign trade 
and in the process increased the Russian merchants’ exposure to a greater diversity 
of Western European business practices. 

Expansion of foreign trade was the pervading condition of Russian commerce 
during the 1550s and 1560s. In 1559 the Russians captured the port city of Narva 
from the Livonians (who won it back in 1581) and this gave a tremendous stimulus 
to their trade in general, particularly with the Dutch and to a lesser extent with 
the English. In 1562, for example, seven Dutch ships visited Narva. Only four 
years later, there were sixty-six ships. Yet trade declined significantly from the 1570s, 
as is evidenced by the dramatic drop in the number of ships that visited Narva 
(Bushkovitch, 1978, pp. 377-8). Attman (1973) notes: 


It is... clear that the Russian market in the sixteenth century did not consist of isolated 
production areas, but that the areas were in contact with one another and that products 
for export could be despatched either to the shores of the Arctic Ocean or to the Baltic 
coast or in certain cases along the land route to Central Europe. (pp. 27-8) 


The established pattern of trade, with its high and low periods, indicates that 
by the end of the sixteenth century Russian merchants already had quite extensive 
contact with, and exposure to, German, Danish, Swedish, Dutch, English and French 
merchants. We might reasonably presume that they also had considerable exposure 
to their bookkeeping practices. But it was a one-way flow. Whereas foreign merchants 
travelled to Russian trading centres, few Russian merchants ventured to those of 
Western Europe. 


Evidence of Record-keeping in Phase I 
It is reasonable to expect that during this time commercial practices of Western 
merchants could have been imitated by Russian people of commerce. The close 
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contact between merchants, inherent in the very conduct of commerce, was conducive 
to the transfer of record-keeping practices and ideas. Whether the Russian merchant 
deemed them necessary or acceptable is a separate question. In view of the fact 
that trade was essentially seasonal, that it dealt primarily in raw materials and 
was conducted on a cash and/or barter basis, then the need for more sophisticated 
record-keeping was probably not as evident as for the organizationally minded 
Hansa merchants. More fundamentally, the Russian merchants were ill-equipped 
to avail themselves of the opportunities for adopting superior bookkeeping practices 
of foreign merchants. To do so required literacy — at the very least in Russian 
— as a most fundamental precondition. Unfortunately, virtual illiteracy was the 
norm for Russian merchants. This, together with the merchantry’s very conservative 
attitudes, distinctly disadvantaged them vis-a-vis the literate, relatively more 
knowledgeable and experienced foreign merchants, particularly in the case of the 
Germans, who monopolized trade. 

The keeping of written records for the purpose of internal control was no longer 
unusual within the Hanseatic League by the final third of the thirteenth century 
(Kellenbenz, 1979, p. 87). In the fourteenth century German merchants were 
reasonably literate (Dollinger, 1970, p. 180). The same cannot be said for the Russian 
merchant. Consequently, the record-keeping practices of Hansa merchants involved 
with Russian trade are available for as early as the mid-fourteenth century. The 
extant records indicate, generally, that the Hansa merchant usually kept one book 
which served a variety of purposes. In it transactions of the most diverse character 
were recorded in various places: purchase of goods, their sale, the issue and 
settlements of promissory notes, participation in partnerships or ventures with other 
people, as well as purchase of land rents and fixed assets, and sometimes, personal 
expenditure. Occasionally the book would be in use over a number of generations 
(Lesnikov, 1958, pp. 134-5). Although the commercial records of only five merchants 
who. dealt in commerce in the Baltic in the fourteenth century are now available,’ 
they are instructive as to the manner in which the books were kept. The record 
books of the Wittenborgs and Viko von Geldersen, for example, grouped transactions 
of a similar nature. In contrast, the 1406-11 commercial records of the large Hansa 
merchant Ziewert Hildebrand Vechinchusen were apparently an exception. He was 
in a partnership, the main business of which was trade with Novgorod, Pskov 
and the Livonian cities. The entries in the account books are written in Lower 
German. Transactions were consistently recorded chronologically, and in a concise 
narrative form of a few lines. Columns were not used. Down the left-hand side 
the amount involved was shown in Roman numerals. The date, quantity and value 
for each transaction were recorded within the detailed narrations, set out in an 
orderly fashion. Interestingly, there was neither cross-referencing nor grouping of 
transactions (Lesnikov, 1958, pp. 143-53). 

The Hansa merchants steadily improved their bookkeeping practices, but not 
to the extent of the Italians’ application of double-entry bookkeeping. Nevertheless, 


` 7 They are as follows: Wachendorp; the Rostock merchant Johann Tielner, 1345-50; the Hamburg 
merchant Viko van Geldersen; and the Lubeck merchants, Hermann and Johann Wittenborg. 
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by the end of the sixteenth century the notion of double entry was familiar to 
German merchants (Dollinger, 1970, p. 180). In contrast, the condition of record- 
keeping by Russian merchants is quite difficult to establish clearly and the central 
problem is whether the paucity of extant documents fairly reflects the written record- 
keeping activities for the period. Do few documents survive because large numbers 
have perished or not many were kept? The weight of indirect evidence, particularly 
that of literacy, favours the latter view. 

A not necessarily representative example of record-keeping that yields an 
interesting glimpse into some Russian bookkeeping of the seventeenth century is 
the report of Kirtushka Demidov. On behalf of the Tsar, Demidov undertook a 
trading expedition to Astrakhan in 1663. The modus operandi was that the sale 
of each kind of good was always entrusted, in a given Persian city, to a tselovainik 
(a sworn tax collector, elected locally, who ‘kissed the cross’ swearing to collect 
taxes honestly; Bushkovitch, 1978, p. 384), who recorded them in the same way 
in all cases. A detailed record was made of the type, quantity and value of the 
goods entrusted to him. Against this was recorded the total receipts, remaining 
inventory of goods, the cost of the goods purchased and the total of expenses. 
In principle it was a rudimentary form of a perpetual inventory system and the 
procedure resulted in the determination of a gain or loss for each set of goods 
traded. But as a columnar format was not used it was not possible to sum the 
value of all separate transactions or to verify results (Shirokn, 1940, pp. 52-3). 

Shirokii summarizes the main characteristics of commercial record-keeping 
practices for the period up to 1700 as follows: 


1. The types of books kept were an expenditures book, a purchases book and 
a book for the issue (release) of goods. 

. Bundles and boxes of goods were tagged. 

. There is no evidence that columns were used in recording transactions. 

. Bookkeeping records showed quantity and value of transactions. 

. Details of transactions were recorded without the use of primary documents. 

. A result was determined for each separate transaction. 
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It seems that articulation of those separate records was not considered and Shirokii 
(1940) concluded that ‘the backward state of bookkeeping made it very difficult 
to determine the financial~economic position of a merchant at any one time’ (p. 54). 

The type and standard of accounting practised by Muscovite merchants up to 
the latter part of the eighteenth century was extremely rudimentary and of quite 
a low standard, especially when compared with Western European states of the 
time. Effectively, the accounting practices were variations on a basic format of 
single-entry accounting, patrimonial accounting, which gradually gave way to 
instances of cameral accounting® (Kiparisov, 1929, p. 90; Palii and Sokolov, 1987, 
pp. 52-3). Prospects for improvement were minimal, and primarily dependent on 


8 “Cameral accounting’ is essentially a form of simple (.e., single-entry) bookkeeping. There are two 
basic types of cameral bookkeeping presented in the literature: complete or full bookkeeping and 
financial bookkeeping. The characteristic of the ‘complete’ form is that it records all kinds of assets/ 
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two interrelated factors: the framework for development provided by the character 
of the state’s economic and social structure, and the merchant’s own limited abilities. 
With respect to the economic and social structure it is necessary to understand 
that the characteristics of the estates (soslovie) of Russian society (including that 
of the merchantry) and their role in the eighteenth century, differed fundamentally 
from the social classes characterizing Western Europe. Daniel (1977a) explains: 


[The] position and role in the Russian state more closely corresponded to the functions 
of merchants in towns of the Oriental countries. Tradition and command played an essential 
part in the operations of these economies, as in Russia. A high degree of compulsion 
characterized the development of market relationships and helped to shape the very 
expression of needs and demands. (p. 522) 


Thus the Russian merchantry did not fit into the European patterns of thought 
or economic classes, for their experiences lay outside that system. Rather, the specific 
characteristics of Russian society and economy were shaped by two fundamental 
considerations: that the Tsar’s authority be inviolate, with the interests of the state 
(as perceived by the Tsar) always being paramount; and the realization that the. 
state’s social and economic structure lacked the necessary corporate institutions 
of the kind that had already evolved and matured in the German states in the 
sixteenth century and which proved to be so essential for their politico-economic 
growth and strength. Furthermore, even at this relatively late stage, the capitalist 
ethic emphasizing honesty, reliability and thrift was absent (Daniel, 1977a, p. 518).9 

In essence, the Tsar (as head of state) was not only to initiate detailed policies. 
At the same time, he needed to transform existing practices which required the 
creation of new social foundations and structures, new recruits, the definition of 
their roles and the training of a proper corps of assistants and the adoption of 
a corpus of new administrative techniques (Raeff, 1975, p. 1229). Raeff explains 
that the Tsar ‘had to create the social matrix, which already existed in the West, 
as well as the instruments . . . in order to make their reforms stick. But in pursuing 
both ends they undermined the effective growth potential of each’ (p. 1234). 

These factors lay at the very heart of Peter Ps heavy-handed imposition of reform 
and modernization which he thrust upon the economy and society at the beginning 
of the eighteenth century. Borrowing heavily from the experiences of the German 
states (Prussia and Austria), he endeavoured to establish rigid and all-pervading 
state controls over all aspects of public and private life so as to maximize the 
creative potential of the population (Raeff, 1975, p. 1230). The pursuit of discipline 


materials either of the one or the other parties (households). The characteristic of the ‘financial 
bookkeeping’ form is that it only records monetary transactions. Non-monetary assets are recorded 
at the time of acquisition and disposal only in terms of quantity, while monetary (cash) transactions 
are accounted for in detail in separate books: the cash journal and the cash general ledger (Kiparisov, 
1929, p. 90). 


It should also be noted ‘that Russian merchants were notorious for their cunning and fraudulent 
practices. The familiar adage “he who does not cheat does not sell” described a system in which 
. standards of honesty were so low that merchants regarded deception and commercial activities as 
inseparable’ (Gerschenkron, 1962, pp. 47-9). 
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and order, the suspicion of social actions that occurred outside government control, 
the bestowal of privileges for services rendered, while relying on the cameralist 
principles of government (a set of government-initiated policies designed to 
accumulate monetary reserves and to achieve self-sufficiency through state subsidy, 
control and protection) were the hallmarks of Peter’s and his successors’ efforts 
to create and maintain a regulated state (Daniel, 1977a, p. 511). The desired role 
for commerce (and thereby the merchantry) within the overall schema was 
contribution to the national economy in the same way that trade served the economies 
of France and Holland (Daniel, 1977a, p. 515). However, the merchantry was not 
to be transformed into an independent and autonomous social group with the same 
freedoms as the townspeople in other Western countries. They were to be 
subordinated to state goals (Daniel, 1977a, p. 520). They were stili to be bound 
to the state by the traditional basic principles of social service and fiscal duties, 
the tiaglo, in return for privileges and monopoly rights to engage in commerce 
that were articulated in the ‘Ulozhenie’ of the Zemskii Sobor back in 1649 (Daniel, 
1977a, p. 510). !° 

It was from the perspective of a class, within the overall social framework, that 
their role, mobility into and out of this class, and obligations were defined in much 
detail and strictly regulated. As a consequenge, the social obligations and financial 
burdens of the Russian merchantry to the state were much heavier than those of 
his Western European counterpart and resulted in less opportunity to acquire and 
develop commercial) skills (Daniel, 1977a, p. 510). 

It is within this same rigid grand schema that the merchantry was directed and 
exhorted to overcome their backward condition — to gain literacy and the technical 
knowledge, training and commercial skills which they lacked but were possessed 
by their European counterparts. Some of Peter I’s decrees, edicts and official 
regulations addressed these matters by requiring the training abroad, and 
subsequently in Russia, of future administrators/ officials in the proper keeping 
of records, including financial records. 

A noteworthy legislative step was the promulgation of the Voinskii Ustav, decreed 
by Peter I in March of 1716. The Voinskii Ustav can properly be regarded as the 
first law (disregarding the ineffective ‘New Trade Laws’ of 1667) which devoted 
separate attention to bookkeeping, even though in general terms. It contained a 
separate section (Part IV, ‘Merchants’ Books and Recordings’) on bookkeeping 
(Mazdorov, 1972, p. 7). An even more significant step was the promulgation of 
the Regulations of the Admiralty (5 April 1722) by Peter I, which also contained 
instructions on bookkeeping. It was the first time that bookkeeping terms such 
as ‘debit’, ‘credit’, ‘bookkeeper’, ‘balance sheet’, ‘balance’, all borrowed from the 
German language, were accepted into official use. It was also the first time that 


10 Daniel (1977a, p. 510). The merchant was a member of the ‘posad’ community, essentially defined 
as the inhabitants of the town who were collectively responsible for certain taxes and service to 
the state. These services and fiscal obligations were known collectively as the ‘tiaglo’. The exclusion 
from trade of persons who did not belong to the posad and the reciprocal nature of obligations 
and privileges made the posad uniquely Russian among European countries. These principles and . 
tiaglo duties remained in place up to the municipal reforms initiated by Catherine II in the 1760s. 
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the term “‘bukhgalteriia’ (accounting) gained official recognition.!! These instructions 
effectively reformed bookkeeping practice in Tsarist Russia (Shirokii, 1940, p. 86). 
Mazdorov (1972, p. 7) considers that these regulations were the beginning of the 
transition to Western European forms of accounting. 

Soon after, additional and quite detailed policy instructions, concerned 
fundamentally with the training of bookkeepers, appeared in a subsequent Ukaz 
(8 November 1723) on behalf of the College of Commerce. Shirokii (1940) quotes 
the Ukaz as decreeing: 


To send to foreign countries the children of merchants, so that there never be less than 
15 persons in foreign countries at any one time, and when any complete their education, 
to bring them back, and in their place send new students, and those that have been 
educated should teach somewhere [in their own country] . . . they should be selected 
from all the large cities, in order that this be carried on everywhere; and to Riga and 
Reval [send] 20 persons, and place both these numbers, selected from the urban population 
[posad], in the various merchants’ offices; for the College will have ditheulty 1 in teaching 
commerce to children of the nobility. (p. 56) 


In the same Ukaz, Peter I also decreed the necessity of having a French-speaking 
‘bukhgalter’ in Russia’s trade relations with France (Mazdorov, 1972, p. 7). 


PHASE II 


More than a decade later, in 1736, these legislative initiatives were followed with 
further detailed regulations dealing with the procedures to be followed for the 
collection of government receipts and the making of outlays in all branches of 
the Admiralty. Similar regulations were issued and published in the same year for 
all gubernia, province and town administrations. Both were republished a number 


it Historically, the main terms that have been used in the Russian language to describe ‘bookkeeping/ 
accounting’ are ‘bukhgalteriia’ and ‘schetovodstvo’, while the terms for ‘bookkeeper/ accountant’ are 
‘bukhgalter’ and ‘schetovod’. The term ‘bukhgalteriia’ is of German origin and was identified with 
the keeping of records (in those times in book form) of commercial transactions, its literal meaning 
being ‘buch’ (book) and ‘halten’ (to conduct, to keep). Apparently, the earliest on record state [German] 
appointed ‘bukhgalter’ was Kh. Shtekher. In 1499 he was appointed by Emperor Maximilian to 
keep the books of the Treasury (Exchequer) of the town of Innsbruck. (Babenko, 1909, pp. 21, 
24.) This same term is also found in other national languages of Eastern Europe such as Ukrainian 
(‘bukhhalteryia’), and Polish (‘buchalterya’, ‘where it enjoyed dominant use in the previous century. 

' Since then it has been replaced in general usage by the Ukrainian generic terms of ‘knyhovedennia’ 
or ‘rakhivnytstvo’, and the Polish ‘ksiegowosc’ and ‘rachunkowosc’. 

On the other hand the term ‘schetovodstvo’ is unique to the Russian faasuase and literally refers 
to the ‘keeping of accounts’. It apparently derives from the word ‘schet’, which itself means ‘account, 
reckoning, calculation’, and is also the term for the abacus (L. Segal, New Complete Russian-English 
Dictionary, London 1946, 3rd ed., rev. & exp., p. 847), which also goes under the name ‘kostyi’. 

. Of passing interest is the fact that the abacus, which had been used in the Far East for tens of 
centuries previously, appeared in the area now referred to as Russia after the Tatar invasions of 
the thirteenth century (Babenko, 1909, p. 56). Since the eighteenth century these terms evolved more 
precise and distinct meanings in the Russian language. Nevertheless, both terms were used 
synonymously, particularly in the nineteenth and twentieth centuries. However, after the 1930s 
‘bukhgalteriia’ has become officially entrenched as the preferred term and has acquired a meaning 
equivalent to the term ‘accounting’ in current English-language usage. 
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of times throughout the century. Another government initiative with a positive, 
but indirect, bearing on financial record-keeping was the issue in 1740 of the 
Regulations on Bankrupts. Although the keeping of accounting records was not 
mandatory, the idea of the necessity of keeping the accounting records properly, 
systematically and without erasure pervaded the whole Ukaz (Shiroku, 1940, 
p. 57). 

But these fiscal regulations, legislative initiatives and reorganizations, which were 
part of Peter I’s overall reforms, proved to be ineffective. Duran (1970) explains 
that, irrespective of the ambitious aspirations of Peter’s legislative reforms and 
proclamations, the central fiscal institutions ‘had virtually since their inception failed 
to perform their assigned responsibilities of general supervision of state revenues 
and expenditures’ (p. 486). There was no marked improvement in the reigns of 
his successors, as it was not possible to make a comprehensive summation even 
of revenues. Unsuccessful attempts were made in the 1730s (witness the regulations 
on government receipts and expenditures mentioned above), 1740s and 1760s. For 
example, it was not until 1781, after Catherine II had initiated, in 1764, the most 
comprehensive and fundamental reorganization and reform of the State’s fiscal 
administrative structure and procedures, that the first reliable approximation of 
the state budget was compiled (Duran, 1970, p. 485). 


Commercial Backwardness and the Merchantry 

The backward state and the conditions of commerce were deep-seated factors behind 
the administrative disarray and economic malaise of the state. This is brought out 
exceedingly well in one of the submissions (petitions) to the Commission of 
Commerce created to solicit opinion officially from all town heads (posad starosta) 
as to the reasons for the economic malaise, and their suggested solutions. Though 
the submissions reflected diverse views and produced much debate, there was 
common agreement and understanding amongst its members that lack of technical 
knowledge and expertise in ‘commerce/ bookkeeping’ had been, and remained, a 
fundamental obstacle to past and future expansion of commerce. The Commission 
considered it essential that the merchantry, and the people engaged in commerce 
generally, have knowledge of the methods and techniques of commerce, including 
the latest methods of bookkeeping practised in Western Europe. 

Particularly interesting in that respect is the submission to the Commission from 
Ivan Druzhinin, the head of the Arkhangelsk posad. It is not a doctrinaire document. 
To the contrary, it reflects a deep understanding of the economic realities of the 
time. Similar ideas were submitted again in the ‘nakaz’ (petition) to Catherine’s 
Legislative Commission of 1767. It is quite forthrightly stated, for example, that 
the decline in Russian commerce is due to the merchants’ lack of literacy or knowledge 
of arithmetic, bookkeeping, geography, foreign languages and law — in short, to 
a lack of education. Kizevetter’s (1899) summary of the submission (with quotes 
from the original) is well worth citing extensively: 


The constant blunders in the conduct of commercial affairs is explained in the submission 
by the lack of professional [technical] knowledge, essential for commercial operations. 
‘The evident truth is — we read in the submission — that unless perfect knowledge 
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precedes the chosen field [of activity], then in the end it remains but wishful thinking’ 
and the truth — as is written further —- cannot be better confirmed than by the condition 
of our merchantry, the decline of which first and foremost results from a near complete 
lack of educated merchants...’ 

Elucidating the deplorable consequences for commerce arising from the ignorance of 
our merchants, the submission focuses first and foremost on the low level of literacy 
amongst the merchants. Often simple orthographic errors made. in commercial 
correspondence, not to mention the ambiguous and ignorant construction of letters, cause 
commerce a considerable loss. Korrespondenty and prikashchiki to whom merchants give 
their written instructions, often interpret the opposite to what was intended as a result 
of incorrect written expression and ‘ambiguous’ construction, and with their execution 
lead the merchants into loss. No less and no more harm is done to commerce by the 
meagreness of arithmetic knowledge. All commercial computations are carried out on 
the abacus [kosty, scheti] as a result of not knowing the rules of arithmetic. And also 
when shipping goods to foreign markets, and by the same token when taking delivery 
of foreign goods, according to foreign freight rates it becomes necessary ‘to calculate 
in foreign and for that matter in a variety of currencies, in their measure and weights, 
which when converted to our own, produces many fractions in the computations which 
cannot be included on the abacus.’ In large accounts, these small fractions add up to 
a substantial figure, the omission of which leads to a large shortfall in the overall total. 
The consequences of this are: painful losses, and all arising from the imprecision in the 
expansion of trading operations. And this is not enough, many merchants completely 
don’t understand foreign weights and currencies, not everyone can learn this by memory 
by ‘hearing from others’, and there is not a single reliable manual on this subject in 
the Russian language. There is nothing left to do but blindly depend on the accumulation 
of errors in the accounts of one’s own commercial korrespondentov or, ‘not being 
embarrassed of one’s own ignorance, ask others to verify those accounts’ and in that — 
way make public the status of your operations, which ‘in matters of commerce is highly 
fatal’. 

Commerce experiences a second series of blows from merchants’ total unfamiliarity 
with [ignorance of] bookkeeping -— in the words of the submission — ‘the foundation 
and light of merchants’, which they have rarely even heard of. Due to the lack of knowledge 
of bookkeeping, merchants conduct their activities as if in darkness [in ignorance], they 
do not know the true position of their activities at any one time, often they enter into 
risky deals [firms] relying on memory or on inadequate and crude notations, expecting 
brilliant profits and instead, on settlement of his creditors, all of a sudden ‘like a blind 
man, plunges into the abyss of bankruptcy’. 

The absence of proper accounting also places the young and inexperienced heirs of 
a deceased merchant in a hopeless position; creditors’ claims are heaped upon them from 
all quarters, but they do not have the possibility of authenticating these claims. Finally 
the lack of perfection of these accounts constantly gives rise to commercial litigation 
and against the confusion and number thereof the judicial offices (institutions) appear 
completely powerless. All similar confusions fundamentally undermine oe credit 
and paralyse the success of commerce. 

The ignorance of accounting is rivalled by the ignorance of geography, as a consequence 
of which merchants come to accept on their account from dishonourable agents the same 
freight charge for the shipment of goods from Amsterdam to London, as for shipment 
to Cadiz and other places. 

Not knowing foreign languages restricts the extent of our foreign trade even more. 
Not being in a position to undertake correspondence with foreign firms, Russian merchants 
fall back on having to rely on the services of some Amsterdam merchants who know 
the Russian language and in this intermediary role extract greater benefits at the cost 
of his trusting Russians. The submission indicates by way of illustration, the attempts 
of our traders to undertake trading trips to England, endeavours that suffer complete 
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ruin namely as a result of a lack of knowledge of foreign languages. Finally, not a small 
amount of losses and troubles are brought upon merchants from a lack of knowledge 
of the laws relating to merchants, both Russian and foreign. In this respect merchants 
are fully in the power of government officials [prikaznykh podiachikh], who, making 
use of their advantage for mercenary motives, lead the merchants in every matter into 
impenetrable thickets of bureaucratic causistry.!? (pp. 101-3) 


The second part of the submission, essentially a supplement written by Vasil 
Krestinin, proposed the creation of a' state-funded gymnasium in Arkhangelsk. It 
was to provide a professional education aimed at correcting, in time, the regional 
deficiencies and to address the needs of commerce. The envisaged education was 
not to be as narrowly utilitarian as under Peter I’s perception but was to go hand- 
in-hand with a general, liberal, humanitarian education. The curriculum was to 
include amongst its ten subjects the following two of relevance to accounting and 
commerce: simple (single-entry) bookkeeping and the Italian method; and political 
and commercial geography (Sakharov, 1908, p. 217). 

Although the submission was not implemented, its revelations are significant 
in two ways. First, it reveals the conscious importance attached by the regional 
establishment to accounting in the successful conduct of commerce and in linking 
that to the well-being of the state’s economy. Second, the fact that Krestinin, not 
a merchant but a man of letters who resided in the distant and quite isolated northern 
coastal settlement of Arkhangelsk, was sufficiently familiar with the Italian method 
of bookkeeping and its benefits to propose that-it be taught in the envisaged 
gymnasium. As the submission had the backing of the town merchantry and local 
administration, then it follows that it reflected their opinion as well. Since the 
submission was received in the mid-1760s, Krestinin and presumably some others. 

must have been acquainted with the Italian method. of bookkeeping much earlier. 


Catherine H’s Initiatives 

From near the outset of her reign (1762) Catherine II initiated a process of 
fundamental administrative reforms and social restructuring, oriented around the 
parlous condition of the economy. Her efforts produced an environment wherein 
the concern with economic matters received a new and serious emphasis by the 
upper ranks of society. She even followed Peter I’s earlier example of directly 
encouraging training in bookkeeping to be undertaken in Western Europe. This 
is reflected in her Ukaz of April 1764: 


Today the Commission of Commerce accepts as a most necessary and beneficial matter 
[delo], that young Russian merchant people, whose family so desires, be sent off to Europe 
... They will be permitted to undertake their journey not only without any hindrances, 
but if some wish to send their son to a foreign country and place him in a merchant’s 
office for a number of years in order to learn the theory and practice of commerce 
... then not only will they not be prohibited, but the matter will be viewed as praiseworthy 
and beneficial to the country. (Shirokii, 1940, p. 56) 


12 Because of the financial crisis in which the state continually found itself, by the middle of the eighteenth 
- century most public servants no longer received regular salaries but instead had been instructed 
to secure their income from the cases they handled (Duran, 1970, p. 485). 
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It is of some interest to note that even in the second half of the eighteenth 
century the practice of sending merchants’ children beyond the borders to learn 
commercial skills had still to be actively encouraged by the head of state. 

It is not surprising, therefore, that in this milieu, two important initiatives 
eventuated: the publication of the first book on double-entry accounting in the 
Russian language, and the establishment of formal education in commerce (including 
accounting). The impetus of the first event was reinforced with other publications 
following suit fairly quickly, whereas the second initiative languished for some time 
into the nineteenth century. In time, developments in each area came to be ever 
more closely interrelated. 


Accounting Literature to 1800: The Early Years 

Against the background described above, it is understandable that before the end 
of the eighteenth century there was little Russian-language accounting literature. 
Prior to 1800 only twenty-four items were published in the Russian language that 
could in some way be related to the subject of accounting. These items can be 
categorized as follows: thirteen translations from non-Russian literature (which 
includes one reprint); ten items of a regulatory and legal character, of wich three 
dealt with rules and regulations set by government concerning the recording of 
receipts and expenditures by its institutions, a statute on bankrupts and one title 
(with three reprints) concerning the laws dealing with bills of exchange; and one 
general work that is neither legalistic nor a government publication that refers 
to accounting rules. 

The nature of the eleven indigenous Russian works is evident from the bibliographic 
details. The government publications were essentially legal requirements: 
prescriptions describing the proper accounting for government revenues and 
expenditures. The statute on bankrupts is self-explanatory. The publications dealing 
with bills of exchange laws (first promulgated in 1729) were related to accounting 
only in so far as they require the keeping of some records of financial transactions. 
These were all essentially the one work of the same author, reprinted with revisions 
three times prior to 1800. There is only one non-government. and non-legalistic 
work concerned with accounting, and it was directed at the merchantry. 


Translations 
Clearly, progressive ideas on how to keep formal records of commercial transactions 
were first adopted by the Russians from Western practices during both Phase I 
and Phase II. à 

Russian accounting literature to 1800 was totally reliant on direct translations 
of Western European works and a total of twenty items have been identified as 
direct translations for the period to 1900 (see Table 1). Twelve of these were published 
before 1800, with most in the last two decades of the eighteenth century, while 
the’ remaining eight were spread evenly throughout the nineteenth century. 

The criterion for determining which publications qualify as ‘accounting literature’ 
is interpreted broadly for the purposes of Tables 1 and 2. Thus, Table 1 includes 
publications in the Russian language that were either devoted entirely to accounting 
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TABLE Í 


TRANSLATIONS OF WORKS DEALING WITH ACCOUNTING, TO 1900 


Total number of foreign titles translated into Russian 20 . 
— Number of identified authors translated 16 
— Number of unknown authors translated 3 
Tota! number of different authors translated 19 


Number of titles translated into Russian, by language 
French 
German 
English 
Italian 
Indeterminate 
Total 20 


ho D Do 





or contain only a section on accounting as part of a broader work with a different 
central theme. Although the latter may be classified as ‘peripheral’ works, they 
are quite important, as they are the first printed manifestations of interest, in the 
Russian language, in business/accounting matters at the crucial embryonic stage 
of the advent of Russian accounting literature. To that time these peripheral 
publications were the ‘mainstream’ accounting literature in the Russian language 
— although whether they were extensively used is a separate question — for no 
other publications existed. Similar but later publications had a different impact 
as they then appeared alongside an existing and developing Russian accounting 
literature (consisting of publications devoted wholly to accounting) and were a 
derivative of it. 

In the eighteenth century there were twelve translations, half of which were of 
either the whole. or selected parts of French-language works, while five were 
translations of German works. The one remaining translated publication, of some 
anonymous author, is, interestingly, considered to be the first publication in the 
Russian language describing double-entry accounting and is wholly devoted to 
accounting. (Details of ten of the works translated into the Russian language prior 
to 1800 are given in Table 2.) 

Chronologically, four of the first five translations up to 1788 are of French works 
while the origin of the 1783 translation is not established. The translation of a 
German work first appears in 1789. In 1788 the first genuinely generic Russian- 
language publication on bookkeeping based on double entry was published by 
M. D. Chulkov. From 1788 to the turn of the century, apart from the French- 
language work of 1796, all translations were of German works with the first appearing 
in 1789. The translated French-language works did not deal exclusively with 
bookkeeping/accounting but rather with commerce in general, with some attention 
directed to the orderly keeping of merchants’ accounts. In essence, they were all 
works of an encyclopaedic nature. For example, Savary’s work was primarily 
concerned with commerce/ business practices. Bookkeeping was treated as a necessary 
and integral component but its exposition, though very detailed, was in essence 
single-entry bookkeeping (Shirokii, 1940, p. 51). However, it is quite conceivable 
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translation 


1747 


1762-63 


1781] 
1787-92 


1789 
1790 
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TABLE 2 


DETAILS OF THE ORIGINAL WORKS TRANSLATED, TO 1800 


Author 


Jacques Savary 


Ricard, Jean-Pierre 
(1674-1728) 


Veronne de Forbonne, 
Francois (1722-1800) 


Ludovici, -Carl Gunter 
(1707-78) 
Passchier, Goessens 


eg details 


Dictionnaire Universal de Commerce: Vols I and II, Paris 
1723; Vol. III, Paris 1730. 

It was known as ‘Savary’s Dictionnaire’ or ‘Savary’s 
Commerce Lexicon’. 

Le Negoce d'Amsterdam: Rouen 1723. 

It should be noted that a work completely devoted to 
accounting in the double-entry form [titled] was written by 
Samuel Ricard and published in Amsterdam in 1709. This 
same work, but revised and expanded, was published in 
Amsterdam in 1724, by Jean-Pierre Ricard. 

Encyclopedia of Commerce (other details not available). 
The seven parts of this Russian language publication were 
made up of extracts translated from: J. Savary’s Dictionnaire 
Universal de Commerce and D. Dirot and J. D’Alembert’s 
Encyclopédie ou Dictionnaire raisonné des sciences, des arts 
et des métiers. 

Eraffnete Akademie Der Kaufleute . . .: Leipzig, 1752-56; 
reprinted Leipzig 1767-68, 1787-88. 

Buchalten, Fein Kurz Zusarnmengefasst and Begriffen, Nach 


Ant Und Weise Der Italianer etc .. .: Hamburg 1594, Henrich 

Binder, printer. 

A very popular exposition. 

Deutlicher und ausführlicher Unterricht zur doppelten oder 

Italienischen Buchhaltung. Mit nutzlichen Anmerkungen 

begleitet und durch nothinge Exempel erautert: J. D. 
- .Freidrich, Liebau, 1793. 

1796 Lacombe de Prezel, ‘Les Progrès du Commerce’ chez A-M Lottin, Amsterdam 

Honoré 1760. 
1797 A German-language work, details not identified. 
1799 , A German-language work, details, not identified. 


1795 Stilliger, Johann 


that in J. P. Ricard’s publication the description of accounting is based on double 
entry, for both he and his father, Samuel Ricard, had published books in French 
on the double-entry method of accounting in 1724 and 1709 respectively. Both 
J. P. Ricard’s and later Forbonne’s translated works have yet to be examined on 
this matter. 
In comparison, all five of the translations from the German appeared during 
the last ten years of the eighteenth century (1789-99). Their title descriptions indicate 
that the first, by Ludovici (1789), is also encyclopaedic. However, it is immediately 
followed by a work exclusively devoted to accounting, by Passchier. Goessens, and 
in 1795 by another, by Johann Stilliger. It is of interest to note that Goessens’ 
work was quite old, having been first published in Hamburg in 1594. Goessens 
was quite familiar with Dutch accounting, which is evident from his exposition, 
and although his work was not regarded as being innovative even in his time, 
it was highly esteemed for its exposition and enjoyed much popularity. In contrast, 
Johann Stilliger’s work was more contemporary, having been translated only two 
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years after it originally appeared in German (1793). Mazdorov (1972) refers to it 
as ‘the first [Russian-language book] to follow a well thought out pedagogical plan’ 
(p. 33). 

The last two translated works in the eighteenth century (also from the German), 
although the original authors are unidentified) are more general, though they appear 
not to be of an encyclopaedic character. Their translator, Ivan Novikov, was an 
accountant by training (a graduate of the Demidov Commerce Academy) and 
profession. It should be noted that in the eighteenth century scholars had little 
interest in having their works translated into Russian. The accepted languages of 
scholarship were German and Latin. This is not surprising, considering that the 
Academy of Science (established 1717-25), apart from other institutions, was 
dominated by Germans in its first generation. Thirteen of the sixteen original 
academicians were German and, of the fifty men who were members of the Academy 
between 1725 and 1742, thirty-seven were German. All the business of the Academy 
was conducted in German and Latin. Furthermore, the Academy had a virtual 
monopoly on secular publications, as is reflected by the fact that they published 
90% of the secular books in the period 1725-50 (Marker, 1977, p. 93). 

Of the ‘eight direct translations after 1800, none was of a French work. The 
seven Others represented three German works, three English-language works and 
one Italian (Pacioli). All but one dealt exclusively with bookkeeping/ accounting, 
the exception being the work concerning the Society of Accountants in England 
translated by F. V. Ezerskii. 

The first printed Russian-language work devoted entirely to accounting was a 
government publication providing detailed instructions on bookkeeping, directed 
at the Admiralty and published in 1736. This was followed a month later by another 
government publication, also of detailed instructions on bookkeeping, this time 
directed at the gubernia, province and town administrations. 

The first work dealt with procedures for the recording of receipts and outlays 
and accounts for cash, and all manner of property and materials and how the 
(accounting) books ought to be kept in all the institutions of the Admiralty where 
relevant (St Petersburg, Academy of Sciences Printery, 4 January 1736, 12 pp.). 
The second dealt with the procedures for the recording of receipts and outlays 
and accounts for cash, and how the (accounting) books should be kept in gubernia, 
province and town administrations (Moscow, Government Senate Printery, February 
1736, 34 pp.). 

The first Russian-language publication devoted entirely to bookkeeping and based 
on double entry is an anonymous translated work that appeared in St Petersburg 
in 1783 under the title, Key to Commerce or the Science of Bookkeeping, Showing 
the Keeping of Books and the Conduct of Merchants’ Accounts. Published by 
F. Klein, the 250-page book sold at 8 rubles. The content of the book was divided 
into three parts: (a) an exposition of the nature of the ‘science of accounting’; 
(b) examples with answers for a variety of commercial transactions, in the form 
of 101 ‘propositions’; and (c) practical work in the form of completed (illustrated) 
account books with appropriate explanations of the memorial, the general journal, 
and the general ledger. 
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The history behind the publication of the book is quite revealing of the lack 
of interest in this subject. In 1767 a person by the name of Veitbrecht had placed 
a printing order for 194 copies of a book under the title Merchants’ Key .. . 
that was being printed by the St Petersburg Academy of Science’s printery. For 
some unknown reason printing stopped at 136 pages and was never proceeded 
with under that title. Eventually, in 1783, it appeared under the new title given 
above. 

The publisher’s comments are noteworthy in that they reveal the very limited 
extent of merchants’ use of double-entry accounting or knowledge of the system 
for that matter, even as late as the end of the eighteenth century and nearly fifty 
years after its introduction to government. The publisher points out that: 


[A]t the Russian ports of St. Petersburg and Arkhangelsk many of those who make 
use of this accounting science, borrowed from the Europeans, will not need this book. 
But there are many to be found who do not even know of this accounting, apart from 
having heard of it, but carry on internal and foreign trade through prikashchikov and 
korrespondentov without verification, and it often happens that many suddenly die, leaving 
their descendants in great difficulties . . . sometimes whole families find themselves 
[financially] ruined, and often with outstanding debts, many voluntary postponements 
in settling accounts with korrespondentov and prikashchiki leads to the loss of one’s 
[good] name, through a variety of circumstances. (Shirokii, 1940, p. 60) 


Then, in the publisher’s dedication to P. A. Demidov, he expresses the hope that 
the publication of the book will bring benefit ‘to the Russian merchantry in the 
area of accounting, known so far only by those at Russian ports, and even not 
by many of them’. 

In spite of the publisher’s perceived need for the book, very few were sold. The 
unsold copies were eventually utilized by rewriting the introduction and the chapter 
on the theory and supplementing it with a glossary of Russian Fairs and information 
on exchange rates. It was then republished in 1810 under the title The Russian 
Bookkeeper or key to trade . . . (Shirokii, 1940, p. 69). 

There are differing views as to the original language of the work and as to its 
author. The dominant view put forward in the 1920s by a Professor Galagan is 
that it is a modified translation of J. Ympyn’s work of 1543 (Rak, 1983, p. 45). 
Mazdorov has a slightly modified opinion in that he feels that it is a translation 
of a German translation of Ympyn’s work that has been lost. It may very well 
be that there was at some time a translation into the German language of Ympyn’s 
work, but so far there has been no reference to the existence of such a translation 
in the literature. There is also the possibility that such a translation was in manuscript 
and was never published. A quite different view suggested by Rak (1983, pp. 45-7) 
is that the Russian-language work is a translation of either an as yet unidentified 
English-language published work or manuscript. However, there is agreement that 
it is a translation and not an indigenous Russian work. 


Double-Entry Bookkeeping 


The concept of double-entry bookkeeping was introduced into the Russian empire 
from Western Europe. This is not surprising, for the practice of double entry had 
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become quite widespread in Western Europe even by 1700 and literature on 
accounting had become reasonably plentiful. More importantly, the latter reflected 
quite a well developed body of accounting knowledge with the concept of double 
entry being a dominant theme. 

A survey of that literature to 1700 shows that at least 283 items had been published 
over eight different languages (see Table 3), of which at least 115 were undoubtedly 
new titles. It is of interest to note that of all these works, seven had been published 
as far east as the cities of Wroclaw (1) and Danzig (today Gdansk; 6) and all 
were written in German. They represented approximately 15% of the total number 
of German-language titles. The earliest of these was by Erhart von Ellenbogen 
in 1537, which is in the very early period of the appearance of accounting literature. 
Not long after (1570 in Danzig) the best German-language description of Italian 
bookkeeping, written by Sebastian Gammersfelder of Passau (a schoolmaster in 
Danzig) and titled Bookkeeping According to the Italian Manner, was published. 
His work was improved upon by Wolfgang Sartorius and published in the same 
city in 1592 (Kellenbenz, 1979, p. 97). Gottfried Herr’s publication in Wroclaw 
(formerly Breslau) appeared in 1653. The other authors were Symon Hubner (1567), 
Ambrosium Lerice (1606), and an anonymous work in 1697. This evidence alone 
suggests that up-to-date knowledge of accounting, including the double-entry form, 
definitely existed in this part of the world in the seventeenth century and undoubtedly 
would have been accessible first and foremost by the literate merchantry of the 
area who knew the German language. What is more difficult to establish is the 
extent to which this knowledge penetrated into the indigenous population and 
permeated further east. 


TABLE 3 


TOTAL NUMBER OF IDENTIFIED PUBLISHED ACCOUNTING WORKS 
BY LANGUAGE, 1494-1700 


New and/or Reprints and 
: modified title revised editions 
Language First work of existing of first and Total 
of author author other works 
Latin 3 i — 3 
Italian 23 3 17 43 
German 27 7 13 47 
English 28 7 47 82 
Dutch 18 13 37 68 ° 
Spanish -4 - 4 8 
French 12 10 9 31 
Danish - = ł 1 
Total 115 40 128 286 


* There is reason to believe that this figure should be increased by 17 to give a total of 85 publications 
in the Dutch language, thereby increasing the overall total to 303. However, as these 17 items were 
not traceable by the author the original figure has not been adjusted, Consequently, the overall figure 
of 286 items could be regarded as a minimum. 


55 


RN a aaa aa aaa aa alaan a = 


ABACUS 


Whither the Influence on Tsarist Russia? 

There are differing opinions as to when and in what way the notion of double- 
entry accounting was first introduced into the Tsarist Russian Empire. The question 
itself is quite problematic. It is necessary to specify the criterion to be used. Namely, 
is it to be the earliest instance of the adoption of double entry by a Russian merchant, 
or by the government administration; the earliest instance of a Russian learning 
and mastering the concept; the earliest instance of the practice of double entry 
in Russian commerce though the merchant not be a Russian but part of the Russian 
Empire? With regard to the last point it is worth remembering that the Tsarist 
Russian Empire significantly expanded its territorial control through military 
conquests in the seventeenth and eighteenth centuries. Thus, it is quite conceivable 
that amongst the newly conquered peoples were merchants already practising double- - 
entry bookkeeping in their commercial operations. Who was first is ultimately not 
significant in itself — it is but a distinction bestowed by history. Of far greater 
interest are the causal factors and underlying circumstances that gave rise to its 
use. 

Possibly the most appropriate criteria in these circumstances would be the 
identification of the earliest reported application of double-entry bookkeeping in 
the Russian language, the earliest reported instances of knowledge of double-entry 
bookkeeping acquired by Russians and the earliest reported efforts at disseminating 
knowledge of double-entry accounting. 

Mazdorov (1972) has stated that in the first half of the eighteenth century ‘the 
method of double entry [metod dvoinoi zapisi] and the establishment of balances 
was introduced’ (p. 7) into government instrumentalities, first the institutions of 
the Admiralty and then the iron works, partly located in the Urals. There is the 

possibility of some ambiguity with the phrase used, as it could also be interpreted 
-to mean simply the ‘method of recording two aspects of a transaction’. Mazdorov 
proceeds to cite the description of the organization of accounting given by the 
Dutch engineer, William de Henin, at the Demidov iron works in the Urals during 
1722-34. He wrote that the organization of bookkeeping 


was to be entrusted to a steward. The accounting records were to include a journal, 
lists of the overseer’s men, receipts and issues books for the various material stocks (coal, 
ore, etc.). By each blast furnace there was to be a wall-mounted blackboard for recording 
the charge and output and every Saturday the primary data was to be further processed. 
(Mazdorov, 1972, pp. 7-8) 


But this description in itself is not convincing proof of the application of double- 
entry accounting at that time. | 

Any doubts are laid to rest by Claes Peterson’s (1979) detailed study of Peter 
I’s administrative and judicial reforms in which he states unequivocally that double 
entry was introduced in the early 1720s. Peterson provides a broad socio-historical 
explanation as to why and how double-entry bookkeeping came to be introduced 
into Tsarist Russia at that time. He eloquently argues that the stimulus for Peter 
I’s overall reforms was, as in a number of continental European countries, the 
financial and administrative requirements arising from the ‘military revolution’ 
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associated with the rise of absolute monarchies. In the case of Tsarist Russia, all 
of Peter I’s reforms were ultimately devoted to strengthening his military might. 
Double-entry bookkeeping was introduced into government fiscal administration 
as a concomitant part of his overall administrative reforms. 

The rise of the collegial system above all meant great progress when it came 
to fiscal administration. Regular bookkeeping and audits were introduced and the 
administration of the treasury was made uniform. The basic concept of accounting 
introduced into government administration at this time was the system of double- 
entry bookkeeping, which meant that revenues and expenditures were balanced 
against one another in a continual manner (Peterson, 1979, p. 9). 

It could not be otherwise, for Peter I’s reforms were directly and very closely 
modelled on the Swedish administrative system which had already been adapted 
to the principles of double-entry bookkeeping virtually a century earlier, in 1623, 
by the Dutch merchant-accountant Abraham Cabiliau (Peterson, 1979, p. 191). 
Interestingly, Cabiliau was a contemporary fellow Leidenite of Simon Stevin, who 
was the first to adapt the principles of double-entry bookkeeping to the needs 
of state administration (Have, 1976, p. 63). Bailey (1980, pp. 3-5) agrees with 
Mazdorov and Peterson, arguing along the same lines as Peterson. 

In light of the evidence available, Palil’s and Sokolov’s assertion (1984, pp. 259- 
61; in Bailey, 1987, pp. 51-3) that double-entry bookkeeping was not applied in 
agriculture, industry or state administration in eighteenth-century Tsarist Russia 
would need to be interpreted to mean that although the notion of double-entry 
bookkeeping was first introduced in Peter I’s legislation, it penetrated little within 
the economic—administrative structure of eighteenth-century Tsarist Russia. 

There is evidence suggesting that the concept of double-entry bookkeeping was 
known in Russia (though not widespread), possibly in the last decade of the 
seventeenth century and most certainly in the first part of the eighteenth century. 
This awareness, however, was confined to individuals. 

A documented case is the career of Peter Ivanovich Rychkov (1712-77), who 
was possibly one of the first Russians to master double-entry accounting. In fact 
it was his expertise in accounting that enabled him to enter government service 
in which he subsequently developed quite a successful career, although not along 
the lines of his initial expertise. More important, however, is the avenue by which 
Rychkov acquired his accounting knowledge. 

His father, Ivan Ivanovich Rychkov, went into business with his brother Mikhail 
at an early age. Their fortunes fluctuated. His mother, Kapitalina Ivanova (née 
Sveshnikov), was the daughter of the richest merchant of Vologda (‘Zapiski 
- P. I. Rychkova’, 1905, pp. 299-300). Thus Peter Ivanovich was born to a merchant- 
exporter family and entered into the service of a merchant company of linen exporters. 
While still a boy he learned how ‘to keep books and accounts by the European 
bookkeeping rules’ (Letiche, 1964, p. 442). 

Rychkov’s father apparently kept his own ‘bookkeeping records very precisely, 
and according to foreign rules’ (“Zapiski’, 1905, p. 295). However, it is not known 
whether this comment refers to the application of double-entry bookkeeping or 
simply a more refined version of single entry as was still widely practised by German 
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merchants of the time. Rychkov’s unique position of being the earliest Russian 
so far identified as having mastered the theory and practice of double-entry 
accounting warrants a more detailed elaboration of the circumstances in which, 
and the process by which, he acquired his accounting expertise. The following from 
‘Zapiski P. I. Rychkova’ (1905) is Rychkov’s own account of his early apprtnticeship 
in commerce and the source of his accounting knowledge: 


After arriving in Moscow [at age eight] and disregarding all his troubles and obligations, 
he [his father] soon sent me to learn foreign languages, and first the Dutch language 
for he had a high regard for commerce and this nation, and knowledge -of internal as 
well as external trade was highly beneficial. Having learned some of this language and 
the fundamentals of arithmetic, he sent me to improve my knowledge of this and other 
languages and to learn the ‘art of bookkeeping’ and external trade in the existing linen 
mills of the Director, Ivan Panlovich Tames, with whom he had a longstanding friendship 
... He loved me as a son and taught me in his office not only languages and bookkeeping, 
but always involved me in all his decisions and proposals for the expansion of 
manufacturing. (p. 298) 


Essentially, Tames was an industrialist and one of the few large foreign factory 
owners in Russia during the time of Peter I. Mainly involved with the linen industry, 
he owned a number of linen mills himself and jointly with others. He was the 
head of a large company of Russian merchants that included Mikliaev, Shapelev, 
Popov, Zatrapeznyi, Pastukhov and Nevrev. His mills in Moscow and Iaroslavl 
had a total of 615 looms and 1,021 workers. He received from the Tsar the village 
of Kokhma in the Shuia district, which comprised 641 peasant households, for 
his linen mills. Rychkov considered him to be a ‘unique man with extensive 
knowledge, not only of commerce, but also of many other fields’ (Tugan-Baranovsky, 
1970, pp. 9, 10, 16, 176). However, there is no indication in the literature to date 
as to whether he employed double entry in his accounting records. Upon Tames’ 
death Rychkov returned to his family for a time. Then in 1730 he went with his 
father to St Petersburg to try to obtain a position in government service. The 
effort was unsuccessful. However, his father became acquainted with an English 
merchant, a William Elms(?), who owned two factories — one in Hamburg and 
the other in Zhabinsk — which employed many sailors, a large number of whom 
were Russian. As the young Rychkov knew the Russian and German languages, 
Elms agreed to employ and look after him in the financial offices of his factories 
until new opportunities for a government position appeared (‘Zapiski’, 1905, pp. 
299-300). 13 

While in St Petersburg in 1732, Rychkov discovered that the Government Senate!4 
had appointed, on 11 September 1732, a foreign bookkeeper (accountant) by the 
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Apparently conflict existed amongst the sailors. Elms, noting Rychkov’s language ability, hoped 
he would prove useful in resolving the existing administrative conflicts (“Zapiski’, 1905, 
pp. 299-300). 

Mazdorov (1972), states that the appointment was made by the Office of the College of Commerce 
(p. 7). 
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name of Timmerman to the first official bookkeeping position in Tsarist Russia.!5 
He was appointed the Chief Bookkeeper of the St Petersburg Customs House 
(Mazdorov, 1972, p. 7). The conditions were 


that he [Timmerman] introduce the keeping of the accounting books and accounts according 
to European bookkeeping rules. For this his salary was 800r. per year, and [he] was 
promised special rewards if he taught Russians these matters, for which he was given 
a number of youths from the Academy who knew arithmetic. He was allowed a translator, 
for he kept the account books not in Russian but in German. (‘Zapiski’, 1905, pp. 299- 
300) 


Rychkov applied for the position of translator to the Chief Bookkeeper: 


[I] approached honoured citizen and Statskii Sovetnik Kirrilov, who was then the Secretary- 
General of the Senate, and showed that I had learned bookkeeping [accounting] as a 
child, and requested that I be appointed. He talked with me about the matter and upon 
seeing that I understood the field, suggested that I submit an application to the Government 
Senate for the appointment which I quickly did, and was appointed to be the translator 
in the Customs House and in other bookkeeping matters, assistant to the bookkeeper 
with an annual salary of 150r. ((Zapiski’, 1905, p. 300) 


It seems that Rychkov was hopeful that after a short time he would be appointed 
to the position of Chief Bookkeeper. This was not to be. Instead Kirrilov, in charge 
of a number of important government matters, was allowed to employ a Russian 
bookkeeper (accountant) to assist him. Rychkov was appointed. So in 1734, at 
age twenty-two, he was appointed by the Government Senate as the bookkeeper 
of the Orenburg Commission (known as an ‘expedition’). However, because of the 
very pressing matters of the Commission, his bookkeeping responsibilities were 
abandoned and completely replaced by secretarial-administative duties in which 
he displayed considerable aptitude. This was certainly not the intention of Kirrilov, 
who wanted Rychkov to remain in the position of bookkeeper with eventual 
progression to the rank of assessor — being the eighth rank from the topmost 
level of the civil service and equivalent to that of captain in the military hierarchy 
(‘Zapiski’, 1905, p. 300; Hassel, 1970, p. 284). 

Rychkov did not achieve that rank. On the death of Kirrilov his successor, 
V. N. Tatishchev, recommended Rychkovy for the rank of secretary, to which he 
was appointed on 23 January 1740. (‘Zapiski’, 1905, p. 300). That appointment 
may well have been detrimental to the advancement of accounting practices, for 
although Rychkov went on to achieve a notable career as a respected economist, 
historian, geographer and agronomist, there is no indication that he contributed 
to the development of accounting/bookkeeping beyond the application of his 
bookkeeping knowledge in the discharge of his responsibilities. 


15 Mazdorov (1972) states that Timmerman was the ‘first Russian bookkeeper’ (p. 7). It would appear 
from Rychkov’s information that this is not the case. Rather, Timmerman, a German, was appointed 
as the first official Chief Bookkeeper. 
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CONCLUSION (ZA KLIUCHENIE) 


It would be reasonable to expect that elements of imported Western capitalism, 
and its example through the Hanseatic League, husbanded Novgorodian and later 
Muscovite bookkeeping. Certainly the long-standing commercial activities of the 
League were a subliminal influence, only becoming manifest a number of centuries 
after its demise. 

In the first phase, not all of the preconditions necessary for the development 
of accounting were sufficiently present in the State of Muscovy. The merchants 
lived as if in a cocoon of economic backwardness, virtual illiteracy, deep religious 
conservatism and political despotism. They were, by force of social circumstances 
and partially by inclination, oblivious to the steadily increasing wealth of published 
accounting ideas circulating in Western Europe. The late adoption of printing in 
the Russian language further postponed the proliferation of the printed word, and 
concomitantly, a faster paced spread of literacy. The merchant, without even adequate 
literacy in his own language, simply could not exploit the opportunities for adoption 
of superior record-keeping practices of Western European merchants. Illiteracy was 
thus the bane of accounting development throughout Phase I and well into Phase 
IJ. Neither Peter I’s modernization program, which brought with it the first 
introduction of double-entry based bookkeeping into government institutions, nor 
Catherine II’s initiatives completely removed the entrenched parochial tradition 
of Russian commerce. | 

It is clear that the evolutionary development of Tsarist Russian commerce was 
not the decisive stimulus for the actual introduction of double-entry bookkeeping 
into Tsarist Russia. That it was introduced from Western Europe is beyond doubt. 
But its introduction was by imperial fiat, and then only as part of much wider 
fiscal-administrative reforms (modelled on the Swedish system), in spite of (or 
perhaps because of) the merchantry’s lack of skills in commerce and the backward 
condition of the economy. It was Peter I’s military-administrative needs that brought 
about the introduction of double-entry bookkeeping, in contrast, for example, to 
the Italian and Dutch experience where general commercial expansion was the 
direct stimulus for the initial development of double-entry bookkeeping in the former 
and its introduction in the latter. 

A plausible parallel scenario is that, if double-entry bookkeeping was practised 
on Russian-controlled territory in the first decades of the eighteenth century, it 
would most prebably have been by non-Russian merchants involved in Russian 
commerce centred on the ports, and in the emerging manufacturing industries. 
Consequently, these foreign but resident operations —- in which the indigenous 
population were engaged to assist administration — provided exposure to, and 
experience in, better (Western European) bookkeeping practices, including that of 
double-entry. 

The practice of double-entry bookkeeping, or any other writing-based form, made 
little headway against the pervading illiteracy of merchants and the systemic social 
disincentives prevailing into the fourth quarter of the eighteenth century. The 
administrative changes wrought by Catherine II shifted the main focus to economic 
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matters; in particular, to the necessary steps to improve commerce. The milieu 
of the time became sufficiently conducive to induce the beginnings of accounting 
literature in the Russian language and thereby a more rapid dissemination of 
accounting ideas —- even though overwhelmingly reliant on translations of foreign 
accounting literature, namely French and German. 
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MICHAEL E. SCORGIE 


Indian Imitation or Invention of Cash-Book and 
Algebraic Double-Entry 


This paper opens by defining two distinct double-entry systems: cash-book 
and algebraic. It then examines evidence and arguments advanced in 
support of the contention that algebraic double-entry was invented in India. 
Some evidence is found to support a case for an early development of 
cash-book double-entry. But the evidence and case for algebraic double- 
entry seems to lack substance because the pivotal evidence of Alexander 
Hamilton was modified by his brother Walter. The paper then turns to 
examine the evidence that supports a contention that the Indians imitated 
and adopted the bookkeeping systems conveyed by the Moguls who 
conquered India in the mid-sixteenth century. The analysis concludes that 
the available evidence regarding both cash-book and algebraic double- 
entry shows that the Indians were imitators rather than inventors. 


Key words: Accounting records; Bookkeeping; History. 


The term double-entry is generally understood to describe a bookkeeping system 
in which balancing entries are made in ledger accounts for every recorded-event. 


CASH-BOOK DOUBLE-ENTRY 


Under the above definition it is appropriate to classify as double-entry a univariate 
system that records only cash transactions, all of which are deemed to affect owner’s 
equity. In such a cash-book system all cash inflows increase owner’s equity and 
all cash outflows decrease owner’s equity. Each transaction is entered twice, an 
entry is made in the cash book to record the amount of cash transferred and a 
concomitant entry is made in a nominal account, either receipts or disbursements. 
The operation of a cash-book double-entry system does not require period end 
closing of nominal ledger accounts by transferring their balances to some permanent 
proprietorship account. This is true because the balance of the cash book is equal 
to owner’s equity and a separate proprietorship account is redundant. The 
bookkeeping accuracy is checked by comparing the cash-book balance with the 
amount of cash on hand. As the nominal accounts are not closed a new set of 
ledger accounts must be used each period. This system is referred to as cash-book 
double-entry. 


MıcuaeEL E. Scoraie is Senior Lecturer in accountancy at La Trobe University, Victoria. 
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ALGEBRAIC DOUBLE-ENTRY 


In contrast to cash-book double-entry, an algebraic double-entry system is defined 
as one that recognizes the existence of assets other than cash and accounts for 
obligations at the time they are incurred rather than when they are extinguished. 
Under this bivariate system, owner’s equity is not equal to the cash balance and 
checking the bookkeeping accuracy at period end 1s facilitated if the nominal accounts 
are closed by transferring their balances to some proprietorship account.” 

The 1494 work of Pacioli and the oldest extant dated records based on algebraic 
double-entry have led scholars to believe that it was invented in Italy some time 
after the beginning of the thirteenth century, when the algebraic works of Leonardo 
Pisano were published. 


COMPUTATION RULES 


The operation of cash-book double-entry requires a set of computation rules that 
embraces addition and subtraction of positive numbers and an understanding that 
if the cash on. hand at the beginning of a period plus total inflows are equal in 
amount to total outflows then there is, physically, nothing on hand at end. This 
practical realization can and did exist in the absence of a concept of, or a symbol 
for, zero. The computation rules do not need to embrace negative numbers because 
the amount of cash on hand and the concomitant owner’s equity cannot be less 
than zero. 

In contrast, the operation of algebraic double-entry requires a computation rule 
set that embraces both positive and negative numbers and an abstract concept , 
of zero. This is true because it is possible that the amount of positive physical 
assets is greater than, less than, or equal, to the amount of liabilities and consequently 
the abstract owner’s equity can be positive, negative or zero. 

Since the publication in 1817 of a translation of the works of Brahmagupta 
(b. 598) and Bhaskara (b. 1115) by Colebrooke, it has been well known that the 
Indians knew the computation rules for both positive and negative numbers long 
before they were revealed to Europeans by Pacioli in 1494. Given that an acceptance 
and understanding of these computation rules is an essential precondition for the 
development and operation of algebraic double-entry, it is tempting to speculate 
that an Indian might have invented this bookkeeping system centuries before Europe 
emerged from the Dark Ages. 


EVIDENCE OF DOUBLE-ENTRY IN INDIA 


Evidence gleaned from.undisputed secondary sources is that rulers and traders in 
the Indian subcontinent have for centuries past employed expert accountants in 
order to manage and control their financial affairs. In particular, the financial 
activities and records of the sixteenth-century Mogul emperors who conquered and 
controlled much of the subcontinent are well documented. 
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Successive Indian rulers from time immemorial relied on the collection of rents 
and other taxes to sustain their governments. One writer stated that under the 
sultanate of Delhi, that is from 1206 to 1526, a diwan was appointed to control 
the revenue administration of a province. ‘He was an expert accountant, and had 
to submit a detailed statement of all kinds of revenue to the capital’ (Srivastava, 
1962-72, p. 111). 

Srivastava quoted Sarkar, whose source was the Mirat-i-Ahmadi, to show that 
under the reign of Akbar the Great (1556-1605) the financial administration of 
the province took a similar form to that instituted ‘during the early days of Arab 
rule in Egypt’ (Sarkar, 1952, p. 121). Sarkar stated the Arabs invaded Egypt in 
the eighth century and instituted tax gathering and other fiscal measures. 

Srivastava described the functions of numerous financial officers who were 
responsible to Akbar. His source was the Ain-i-Akbari which was written by Abul 
Fazl, secretary to Akbar. For example, the bitikchi ‘had to report to the collector 
about the collections and balances from each village every day and enter the same 
in a daily ledger of receipts and disbursements’ (Srivastava, 1962-72, p. 138). He 
was also required to make up statements of balances due at the end of each revenue 
year and to forward a copy to the royal court. 

None of the secondary sources suggests that the form of accounts kept by 
governmental accountants was double-entry. An accountant’s prime responsibility 
was to ensure that rents and tributes were collected and distributed according to 
the ruler’s requirements. This task is not particularly facilitated by the operation 
of a double-entry system. 

In contrast, reference to accounting records kept by Indian traders prior to 1800 
seems to be scant. The thirteenth-century Venetian traveller Marco Polo is reputed 
to have made a comment about banians and their ability to render faithful accounts, 
but he did not mention the type of books kept or their structure. One sixteenth- 
century Portuguese traveller noted that the Brahmans were ‘very good at accounts’ 
(Sewell, 1900, p. 390), but no mention was made regarding their structure. 
Colebrooke’s son quoted an excerpt from his father’s journal, written at the beginning 
of the nineteenth century, in which he expressed astonishment that one group of 
traders had no ‘knowledge of accounts, which is requisite for conducting the extensive 
trade in which they embark’ (Colebrooke, 1873, p. 183). 

Sir Thomas Munro, Governor of Madras, provided reliable evidence which showed 
that the Indians ‘as far back as the middle of the fourteenth century’ maintained. 
registers of rent assessments (Arbuthnot, 1881, p. xxvii). The registers or accounts 
were kept in black books which lasted above a century; whenever a volume became > 
worn out through use the details were carried to a new book (Arbuthnot, 1881, 
p. 63). Other documents extant in 1800 related to rent and enabled revenue 
calculations to be made over a period of a thousand years. Sir Thomas Munro 
wrote a letter to a member of the Board of Revenue in 1800 in which he mentions 
the existence of ‘a chain of sunnuds up to the eighth century’ (Arbuthnot, 1881, 
p. xxvii). These documents detailed title, privileges or emoluments. Sir Thomas 
Munro in matters of accounting might be regarded as an expert witness. At the 
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age of sixteen he entered the Glasgow counting-house of Messrs Somerville and 
Gordon in order to be trained for the mercantile profession (Arbuthnot, 1889, p. 3). 

The above references show a distinct lack of evidence that the Indian traders 
used some sort of double-entry system. In general, early European researchers of 
Indian culture, mathematics and economic records made no recorded observations 
-about the structure of old or contemporary account books kept by traders or families. 
Exceptions were the brothers Alexander and Walter Hamilton, who lived in India 
for ten or more years towards the end of the eighteenth century. A brief comment 
attributed to Alexander Hamilton by Nangle was brought to light by Yamey in 
1956. In a 1798 book review Hamilton stated that Indian traders had used a form 
of double-entry since time immemorial. He offered no evidence in support of his 
claim and also opined that a line by the great Roman comic dramatist, Plautus, 
indicated that the Romans also used a form of double-entry. 

De Ste. Croix, after exhaustive and scholarly research, shows that there was 
no documentary evidence that supported conjecture that the Romans or the Greeks 
kept records with a double-entry structure. Yamey made a similar point regarding 
Hamilton’s comment about Indian accounting. 

In contrast, Lall Nigam drew heavily on Alexander Hamilton in support of his 
claim that the origin of double-entry could be traced to India. Lall Nigam described 
an indigenous Indian bookkeeping system known as bahi-khata and advanced a 
case built on a sparse space-time continuum that it was not only prehistoric but 
also the precursor of the algebraic double-entry system publicized by Pacioli. Lall 
Nigam’s case for the roots and antiquity of the bahi-khata system rested on 
paraphrastic evidence attributed to Vedas and other ancient Indian manuscripts. 
On the basis of circumstantial evidence Lall Nigam contended that an early form 
of bahi-khata with a double-entry structure was transported to Venice by Indian 
traders. 

Lall Nigam described simple forms of bahi-khata that are in use today. He stated 
that the bahi-khata accounts might be kept by a member of the family and that 
a small trader might use only the rokar bahi, that is a cash book, and the khatabahi, 
a ledger. These records being used to prepare a mal khata, that is a comparison 
of purchases and sales (Lall Nigam, 1986, p. 159). Furthermore, Lall Nigam pointed 
out that a bahi-khata system user might not adopt ‘columnar bookkeeping and 
self-balancing’ and proprietorship and asset entries might not be distinguished from 
revenue and expenses (Lall Nigam, 1986, p. 159). He implied that the talpat, that 
is a trial balance, could be used to determine if the books balanced by comparing 
the remainder, the rokar bahi or cash balance, with the amount of cash on hand. 
The bahi-khata system described in detail by Lall Nigam is a cash-book double- 
entry system, not an algebraic one. Even if it could be shown that it was invented 
and used in India centuries before the publication of the Summa, it is not evidence 
that algebraic double-entry was invented in India and was subsequently transported 
to Italy by traders. 

A year later Nobes examined the evidence on which Lall Nigam built his case. 
However, he also failed to differentiate between the two forms of double-entry. 
Nobes drew on the work of Choudhury and found that the vital ancient authority 
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Kautilya, who was cited by Lall Nigam, did not detail the use of a system that 
could be classified as double-entry. Nobes cast aspersions on the Scottish-born 
orientalist, Alexander Hamilton, implying that he was not an expert witness and 
that it was unlikely that he had seen ancient books of account. In conclusion Nobes 
held that, in the absence of actual dated records, the case advanced by Lall Nigam 
for an Indian pre-Pacioli double-entry system was based on hearsay, and consequently 
it must be dismissed. 

Thus it is suggested that Nobes’ criticism regarding Hamilton was emotive and 
not based on available evidence. It is probably true that ancient account books 
and records are not extant today, but it does not follow they were not extant 
around 1800. Arbuthnot provided evidence that shows Munro had access to centuries- 
old rent records. In 1936 Appadorai lamented that the records that were available 
to Munro and similar ones from other parts of the country no longer existed due 
to the frequent burnings of capitals and the ravages of white ants. If this were 
true in regard to all accounting records, then Lall Nigam and others who study 
the history of accounting in India will not be able to produce the evidence required 
by Western scholars such as Nobes. There is of course the possibility that some 
European plunderer or saviour of historical documents collected a bahi-khata set 
or other accounting records and manuals and deposited them in a private collection 
or museum in London, Paris or Berlin. In the hope that evidence has survived, 
an attempt was made to trace the descendants, if any, of Alexander and Walter 
Hamilton. As yet this has proved unsuccessful. 

Nobes contended that it was unlikely that Alexander Hamilton might be deemed 
an expert witness. The evidence collected to date shows that Alexander Hamilton 
was a member of a merchant family closely associated with the East India Company 
and that he became a relatively rich man before accepting a professorship at the 
Company’s Haileybury College. Rocher, in compiling her biography of Hamilton, 
was unable to discover any details of his life prior to his appointment in 1783 
as an East India Company cadet, except that he was a Scot. The years of his 
birth, arrival in, and departure from India are uncertain. In the eighteenth century 
aspirants to appointment as writers by the East India Company were expected 
to have been trained in the methods of keeping mercantile accounts. For example, 
Teignmouth stated that his father, Sir John Shore, who was appointed a writer 
in 1769 and subsequently became Governor-General of India, attended a commercial 
college at Hoxton for nine months before he left for India. 

In 1790 Hamilton resigned his commission after writing a letter to Lord Cornwallis 
requesting relief from garrison duties in order to further his studies of Sanskrit. 
There is some evidence that he stayed on in India acting as a secretary to Cornwallis, 
who returned to England in 1793. Rocher was unable to establish when Hamilton 
left India, although she set 1797 as the terminus post quem. Her biographical details 
between the years 1791 and 1800 are scant. Nangle found that in 1796 Hamilton 
began writing reviews of learned and popular publications. His reviews were 
published first in the Monthly Review and later in the Asiatic Annual Register 
and the Edinburgh Review. Correspondence between Hamilton and the editor of 
the Monthly Review held at the Bodleian Library (MS Bodl. Add. C. 89 f. 150-51) 
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shows that in 1802 Hamilton resided at 7 Hill Street, Edinburgh. The Edinburgh 
and Leith directories from 1800 to 1804 and documents held at the Scottish Record 
Office confirm this. The directories from 1795 to 1798 show an Alexander Hamilton, 
merchant, living at Bristo Street, that is a year or more before the large house 
on Hill Street was built. If this is the same man then there is a good chance that 
Alexander Hamilton, being not only a Scot but also a merchant, knew the difference 
between a debit and a credit. 

While it is still uncertain whether Alexander Hamilton was a merchant and 
consequently likely to be acquainted with double-entry, the same is not true of 
his brother, Walter. A deed held at the Scottish Record Office signed by Alexander 
Hamilton shows that his brother Walter was a Liverpool merchant. This fact is 
confirmed by entries in successive local] street directories. The evidence of Walter 
Hamilton, published some twenty years after his brother’s review, supports the 
case that the Indians used cash-book double-entry rather than algebraic. 


In Bengal, parents are generally satisfied with instructing their children in mercantile 
accounts, and in keeping a very full day or waste book, in which every transaction is 
carefully recorded, and to which is added a kind of ledger; but their books do not admit 
of a regular balance like what is called the Italian method. (Hamilton, 1820, p. 96) 


Hamilton did not support his statement with illustrations or other evidence, nor, 
did he indicate whether or not he had seen such records or had used some other 
source. He drew widely on others to compile his gazetteer and there is more than 
a suggestion that Walter Hamilton used notes compiled by his brother Alexander. 
Rocher discovered that the Asiatic Annual Register for 1802-3 published an 
advertisement that foreshadowed the immediate publication of a gazetteer of Asia 
that was attributed to Alexander Hamilton and the editor of the Register, Lawrence 
Dundas Campbell, who died in 1808. Rocher searched for copies of this book 
to no avail, but found that a similarly described gazetteer attributed to Walter 
Hamilton was published in 1815. Rocher was unable to determine whether or not 
Walter had made use of his brother’s manuscript. The gazetteer seems to have 
been successful, and according to a contemporary advertisement, every young man - 
proceeding to India in the service of the Company was well advised to pack a 
copy. In 1820 the gazetteer was published in two volumes under a new title. It 
is curious that Hamilton’s ‘List of Authorities’ included a number of relatives, but 
no direct mention of Alexander. It seems that credit to Alexander was covered 
by frequent attribution to the Edinburgh Review. c 

Our conclusion based on the scant evidence offered by Walter Hamilton and 
the details of the operation of the bahi-khata system described by Lall Nigam is 
that, in Bengal, traders and families have for many years past kept accounting 
records that require two entries for each transaction. These records, being kept 
in a cash book and ledger, constitute a univariate cash-book double-entry systém 
rather than a bivariate algebraic double-entry system of the kind described by Pacioli. 
As to the antiquity of the Indian system, it is impossible in the absence of extant 
dated records to suggest anything else other than time immemorial. 
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It is now appropriate to consider the evidence regarding whether or not the 
Indians invented the system that they use or whether they imitated the work of 
others. The country of origin or source of an idea is often correctly indicated by 
the words used to describe notions or concepts associated with the idea. Of course 
incorrect indications also exist (for example the terms ‘Big Mac’ and ‘French fries’ 
do not correctly indicate their source!). In regard to Indian accounting the significance 
of the impact of Arabs on Indian accounting methods is indicated by the number 
of technical terms used in the main Indian languages that were adopted from Arabic. 

Two nineteenth-century lexicographers, Wilson and Whitworth, compiled 
glossaries of Indian terms used in the administration of British India. Their lists 
included hundreds of words and various permutations that they believed were 
adopted from Arabic or Persian. For example, Whitworth suggested that the Hindi 
word khata was perhaps adopted from the Arabic khat, a note in hand. Similarly, 
according to both Wilson and Whitworth, the word jama, which Lall Nigam stated 
is the bahi-khata equivalent to a credit, was adopted from the Arabic. The term 
jama-kamil, according to Wilson, refers to the settlement made by Akbar’s financial 
minister. Wilson defined the Hindi term jama-kharch as meaning receipts and 
disbursements, the debit and credit sides of an account; kharch was adopted from 
the arabic kharaja, went forth. Lall Nigam stated that the bahi-khata profit and 
loss account is called the nafa nuksan khata. According to Wilson both nafa (profit) 
and nuksan (loss) were adopted from Arabic. 

The similarity of words in Arabic and the main languages of India suggests that 
the system used by Indian traders and families was derived from their Arab 
conquerors. That is, that the Indians were imitators rather than inventors and that 
the transport of double-entry accounting was from west to east rather than vice 
versa as asserted by Lall Nigam. The absence of terms used by Italian and English 
accountants that had their roots in Arabic, Persian, Sanskrit or Hindustani supports 
this contention. In spheres other than accounting, Indian words have found their 
way into the English and Italian languages. For example, a spicy fruit drink with 
five ingredients is known in English as punch and in Italian as ponce. These terms 
were adopted from a Hindi word meaning five. 

This etymological enquiry is limited and no doubt inexpert. Yet it suggests that 
many Indian accounting terms were adopted from the west, while it was unable 
to isolate any Italian or English accounting term adopted from the east. 


CONCLUSION 


Accordingly, the available evidence supports the contention that Indian traders 
and families used a cash-book double-entry system that predates the Raj. However, 
the evidence does not support the contention that algebraic double-entry was used 
in India before the publication of the Summa. As to whether the Indians invented 
or imitated cash-book double-entry, it seems from the etymological evidence that 
they were imitators rather than inventors. 
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This paper analyses six recent studies dealing with the measurement of 
international harmonization of financial reporting. Methodological issues 
and problems relating to the definition and operationalization of terms, 
sources of data, statistical methods and causation are discussed, and an 
alternative methodology for measuring harmonization suggested. 
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The purposé of this paper is to discuss the problems involved in the measurement 
of the concepts of ‘harmonization’ and ‘standardization’. We do so by analysing 
six recent empirical attempts to measure those concepts in the context of international 
accounting. These harmonization measurement studies may differ from studies which 
appraise the extent of disclosure in company accounts (e.g., Singhvi and Desai, 
1971; Buzby, 1974; Barrett, 1976). Such disclosure studies are ultimately concerned 
with the quality of information contained in company accounts. Harmonization 
measurement studies are, more simply, concerned with the similarity or otherwise 
of accounting practices and regulations. Table | summarizes the six studies in terms 
of their objectives, the data sources used, the countries surveyed, their general 
methodology, the statistical methods employed, and their main conclusions. These 
studies used different data sources and methodologies and, perhaps unsurprisingly, 
arrived at somewhat different conclusions. 


i SOME TERMINOLOGICAL DISTINCTIONS 

Both ‘harmonization’ and ’standardization’ are used rather loosely in accounting 
practice and in the literature. This paper therefore begins with an attempt to clarify 
the distinction between them, and the related concepts of ‘harmony’ and ‘uniformity’. 
The suggested terminology is intended for both national and international contexts. 
The use of the term ‘harmonization’ is not restricted to the latter. 
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Harmonization and Standardization 

Harmonization (a process) is a movement away from total diversity of practice. 
Harmony (a state) is therefore indicated by a ‘clustering’ of companies around 
one or a few of the available methods. Standardization (a process) is a movement 
towards uniformity (a state). It includes the clustering associated with harmony, 
and reduction in the number of available methods. (As it is difficult to measure 
a process, the six studies have tried to measure harmony or uniformity at different 
points in time.) Harmony and uniformity are therefore not dichotomous. The former 
is any point on the continuum between the two states of total diversity and uniformity, 
excluding these extreme states, as illustrated in Figure 1. 


FiGureE 1 


HARMONIZATION AND STANDARDIZATION 


harmonization/ 
standardization 
processes 


eee 
Total diversity Uniformity 


states 
harmony and/or greater 
uniformity 


Regulation and Practice 

Harmonization, harmony, standardization and uniformity exist at the levels of 
concepts, principles, regulations and practice. This paper is concerned with the 
last two, which have the most immediate impact on company accounts. In this 
context, both states and processes may be either de jure or de facto. The former 
refers to harmony or uniformity of accounting regulations (which may be contained 
in the law and/or professional accounting standards). The latter refers to the actual 
practices of companies. 


Strict and Less Strict Regulation 

Accounting regulations may be strict or less strict in three different senses. First, 
a regulation may apply to all companies (strict) or only to some companies (less 
strict). Second, a regulation may be contained in the law (strict) or in a professional 
accounting standard (less strict). Compliance with a legal regulation may be expected 
to be higher than compliance with a standard. Third, a regulation may contain 
a precise definition (strict) or a discretionary one (less strict). All three senses of 
the terms ‘strict’ and ‘less strict’ imply that the former is associated with uniformity, 
the latter with harmony. 
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FIGURE 2 


TERMINOLOGY OF HARMONIZATION AND STANDARDIZATION 


ACCOUNTING METHODS 
SET BY LAW AND/OR THE USED BY COMPANIES 


ACCOUNTANCY PROFESSION 


REGULATIONS PRACTICES 
(de jure) (de facto) 
strict less strict strict less strict 
STATE 
uniformity harmony uniformity harmony 
PROCESS 
standardization standardization 
harmonization harmonization 


There are thus eight concepts in all (see Figure 2), which can be illustrated by 
a simple example, drawn from segment reporting. A regulation (contained in a 
companies act, a national accounting plan or an accounting standard) prescribes 
the disclosure of sales by strictly defined geographical areas. This represents de 
jure uniformity at a point in time, and de jure standardization over a period of 
time. De facto uniformity and de facto standardization would exist if all relevant 
companies actually disclosed sales as required, by strictly defined geographical areas. 
(Uniformity and standardization can exist de facto with or without concurrent de 
jure uniformity and standardization, as it may be in the interest of all companies 
to make such disclosures even if there are no formal regulations.) If, however, 
regulation or practice result in disclosure of sales by geographical areas which are 
not strictly defined but left to the discretion of the company, the result is de jure 
harmony, de jure harmonization, de facto harmony and de facto harmonization 
respectively. 

Taking account of both the desirability of international comparability of financial 
statements, and the operational difficulties involved in measuring processes rather 
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than states, the most suitable concept for measurement appears to be de facto 
harmonization, in the form of studies of de facto harmony over time. 


COMPLIANCE WITH REGULATIONS 


Accounting regulations may be expressed in various ways — in statute law and/ 
or through professional standards, through a regulatory body or through self- 
generated standards of acceptable practice (GAAP). In many countries, accounting 
regulations originate from a combination of these sources. 

Non-compliance with accounting regulations from different sources has different 
consequences. Compliance with a legal regulation is compulsory, and non-compliance 
has legally defined repercussions — for example, the directors of the company 
may be fined or even imprisoned. Non-compliance with a professional accounting 
standard with exactly the same requirement may have no such legal consequences, 
so that compliance is of a more voluntary nature. For example, compliance with 
the requirements of the European Community (E.C.) Directives, once they have 
been enacted into the relevant national legislation, falls into the first category, while 
compliance with International Accounting Standards (IASs) issued by the 
International Accounting Standards Committee (IASC) falls into the second. 

Professional accounting standards are also endowed with varying degrees of 
authority in different countries. A standard 


can range from one that is legally enforced (e.g., Canada), to one that is usually obeyed 
and is binding on auditors (e.g., U.K.), to one that is persuasive (e.g., the Netherlands), 
to one that is unimportant (e.g., domestic pronouncement of the accountancy body in 
West Germany), to one that is largely unknown to companies or auditors. (Nobes, 1987b, 
pp. 78-9) 


Even where compliance with standards is legally required, companies may not 
comply if it is perceived that the consequences of non-compliance are not serious. 
This may be demonstrated by comparing the Australian situation with that in the 
U.S. In Australia, companies are required to comply with standards approved by 
the Accounting Standards Review Board. Compliance is monitored by the Corporate 
Affairs Commission of each state. It has not been clearly shown what these 
commissions have the power (or the will) to do to non-complying companies. In 
the U.S., the SEC has the power, and the will, to refuse to register financial statements. 

Both legal and professional regulations may apply to all companies, or only 
to a certain specified sub-set of companies, such as publicly listed companies. Thus, 
when seeking to measure compliance, the different types of regulations, and the 
different types of companies to which they relate, must be distinguished. 

In the sections which follow, the distinctions which have been made here are 
used to indicate more clearly what each study has tried to measure and whether 
or not concepts have been confused. Attention is also drawn to what researchers 
have not tried to measure. 
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MEASUREMENT STUDIES REVIEWED 


In terms of Figure 2, the studies may be categorized as follows: 

1, Nair and Frank (NF; 1981): de jure uniformity in three different periods. The 
study used survey data based on accounting requirements. 

2. Evans and Taylor (ET; 1982): de facto uniformity over a six-year period. The 
accounts of companies were examined for compliance with certain JASs. 

3. McKinnon and Janell (MJ; 1984): de jure uniformity. This is a non-statistical 
analysis of the IASC’s influence on accounting standards in various countries. 

4. Doupnik and Taylor (DT; 1985): de jure uniformity in two different years. 
Accounting requirements in various countries were ranked in terms of 
compliance with IASs. ` 

5. Nobes (N; 1987b): de facto uniformity. Accounts of companies were examined 
for compliance with certain IASs. 

6. van der Tas (VDT; 1988): de facto harmony over periods of time. The study 
developed a cardinal measurement method, which was used on national survey 
data of company reporting practices. 

It must be noted that NF, ET and DT all believed that they were measuring 
de facto harmonization. However, this was not the case. NF and DT assumed 
erroneously that the accounting requirements provided by their data sources were 
strictly adhered to. All three studies defined harmonization in terms which actually 
defined standardization. These problems are discussed in later sections of this paper. 

To summarize, despite the authors’ claims to the contrary, two of the six studies 
are concerned with states: MJ (de jure uniformity) and N (de facto uniformity). 
The other four are concerned with the processes of harmonization and 
standardization, represented by studies of harmony and uniformity at different points 
in time. Of the eight concepts outlined in Figure 2, it appears that only five have 
been covered by the six studies: de jure uniformity (MJ); de jure standardization 
(NF, DT); de facto uniformity (N); de facto standardization (ET); and de facto 
harmonization (VDT). There has not been any comprehensive measurement study 
of the concept of de facto harmonization. Thus, evaluations of the work of the 
IASC and the E.C. in achieving greater comparability of financial statements 
produced by companies in different countries have been incomplete. 


PROBLEMS ARISING 


Several important questions arise in relation to the measurement of harmony, 
harmonization, uniformity and standardization: 

l. What. data sources should be used? 

2. How should the concepts be operationalized? 

3. What statistical methods should be used? 

4. How can changes in accounting practice due to compliance with a standard 

be distinguished from changes due to other reasons? 

Each of these questions is discussed below, in the context of the six studies surveyed. 
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POSSIBLE DATA SOURCES 


The six studies under review made use of three types of data sources: international 
or multi-country surveys (NF, DT and MJ), original financial statements (ET and 
N), and national surveys (VDT). The choice of data source has important 
repercussions for the overall research design, as there are advantages and difficulties 
involved with using each of.them. 


Surveys 

The international surveys used were those prepared by Price Waterhouse 
International (hereafter referred to as ‘the PW surveys’), reflecting reporting 
requirements in 1973, 1975 and 1979 in a varying number of countries. The national 
surveys used by VDT were those published by the professional accounting bodies 
in the U.S., the U.K. and the Netherlands. A list of international and national 
surveys available is given in Appendix A. 

There are obvious advantages involved in using survey data, whether national 
_ or international — someone else has already done all the difficult and tedious 
work of collecting the data, which relate to a large number of countries and/or 
companies, cover a wide range of accounting topics and are available in a language 
which the researcher can understand (the PW surveys, for example, are available 
in five major languages). However, the difficulties involved with using survey material 
are also well known, and perhaps best summarized by Nobes (1981). 

Probably the main difficulty involved with using surveys is the appropriateness 
(and hence the validity) of the data collected. Often, the questions were not asked 
for the purposes to which researchers subsequently put them. In the PW surveys, 
respondents were asked to fit their country’s requirements in relation to an accounting 
practice into one of several categories, ranging from Required to Not Permitted. 
However, both these extreme categories imply the same degree of uniformity. 
Moreover, all the questions may'not be of the same relative importance in capturing 
the variable in which the researcher is interested. 

Survey data may not be provided in the way in which the researcher needs them. 
This is a particular problem when using data from more than one survey. NF 
found that only 37 countries and 131 accounting practices were common to the 
three PW surveys, and that the response categories had changed over time (pp. 
66-7). It would obviously be even more difficult to compare data from surveys 
carried out by different organizations. 

Furthermore, surveys (especially international surveys) may not contain sufficient 
detail. The PW survey (1979) contains a warning to this effect: . 


given the necessity for a brief description of a principle or practice, it is not possible 
to indicate variations that may be of importance in a particular country. The reader 
is therefore cautioned against drawing too precise an interpretation on specific matters 
or in relation to specific countries. (p. 3) 


Survey data may dlso be unreliable. Nobes (1981) has pointed out several 
inaccuracies in the 1979 PW survey, relating to the responses given about practice 
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in the U.K. (p. 268). It is probable that there were similar inaccuracies involved 
in the responses given for other countries; inaccuracies which the researcher may 
not be aware of through unfamiliarity with different accounting systems. 

Such unfamiliarity may also lead researchers to misinterpret survey data. Both 
NF and DT assumed that practices which are categorized as Required or 
Recommended in countries are complied with by all relevant companies. This 
assumption may be due to the authority of FASB standards for SEC-listed companies 
in the U.S. However, it ignores the ‘hierarchy of sources’ (.e., different sources 
of regulations have differing degrees of authority in different countries). 

A copy of the DT questionnaire (kindly provided by Doupnik) showed that, 
in all cases, the source of regulations for various accounting practices in France 
was an IAS. However, although IASs are recommended by the Commission des 
Operations de Bourse (COB), they are not uniformly practised, even by listed 
companies. COB data quoted by Nobes (1987b) ‘show that only about half of even 
the listed French companies prepared consolidated accounts (as required by IAS3) 
in 1979’ (p. 78). However, the assumption that regulations are complied with led 
to DT’s conclusions that France was in complete compliance with the requirements 
of IASs 1-8 in 1979. 

The possibility of similar misinterpretation is lessened in a more recent 
international survey carried out by Gray, Campbell and Shaw (1984; hereafter referred 
to as ‘the Gray survey’), in conjunction with Deloitte Haskins & Sells. This gives 
information on the (estimated) level of compliance as well as requirements for 1982. 
A comparison of the 1979 PW survey and the Gray survey is contained in Appendix B. 

The researcher must also consider the sample of companies and/or countries 
involved in each survey. At least ten IASC member countries are excluded from 
the 1979 PW survey, and there is no information on the type of companies (either 
by size or by industry) whose reporting practices are assessed. The Netherlands 
is noticeably absent from the Gray survey, although it is revealed that the sample 
consists of about fifty large companies in developed countries, and twenty large 
companies in less developed or smaller countries (Gray et al., 1984, p. 4). It is 
obviously important for researchers to be aware of the sample on which their data 
are based, as this could affect the suitability of the data for their particular research 
purposes. Both NF and MJ, who used PW survey data, expressed reservations 
about the data (NF, p. 65; MJ, p. 22); whereas neither DT (who used the 1979 
PW survey) nor VDT (who used three national surveys) gave any evidence of having 
considered the shortcomings of their data sources and the effects which these might 
have on their conclusions. 

One final drawback with using survey data is that there is a time-lag between 
the publication of the survey and the period surveyed. In some cases this is not 
a problem: the 1979 PW survey, published in 1980, is based ‘on the position at 
January i, 1979, in all cases’ (PW, 1979, p. 7); the Gray survey, published in 1984, 
is based on ‘relevant current pronouncements as at 1 January 1982’ (Gray et al., 
1984, p. 3). Some national surveys (e.g., France) may relate to financial statements 
issued either two or even three years earlier. Moreover, there may also be a small 
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time-lag between the date at which requirements were current and the period to 
which the surveyed financial statements relate (Gray et al., 1984, pp. 3-4). 

National surveys are generally more detailed and more reliable than international 
surveys, simply because their scope is smaller. However, they are not carried out. 
in many countries, or may only be produced sporadically. Moreover, the bases 
on which each national survey is compiled may render comparisons between countries 
difficult and even invalid. Finally, they may not be available in a language which 
the researcher can understand. 


Financial Statements 
The use of financial statements is not without its own difficulties. While the data 
are ‘raw’ and may be manipulated in any way the researcher wishes, the collection 
of these data is often a tedious, time-consuming process. This may be a problem 
especially if the researcher wishes to obtain reports from countries other than his 
or her own. First, companies in that country may not be in the practice of sending 
their annual reports to anyone apart from their shareholders. Second, the reports 
may not be available in a language which the researcher can understand (translation 
is sometimes difficult, and always expensive). Third, even when, say, English-language 
versions are available, other problems may arise (McLeay, 1988). These may be 
either abridged (one has only to compare the English and French versions of the 
annual reports of some French companies to appreciate this), or the financial 
statements may be restated on bases other than those used in the original statements. 
Campbell (1985) points out that in Japan, for example, some companies produce 
‘convenience translations’ which ‘may include additional disclosure items that are 
not required by Japanese GAAP, and may reclassify some financial statements 
into a form that is more familiar to non-Japanese readers’ (p. 153). Thus, while 
such translations may provide useful insights for the researcher, ‘they do not provide 
a completely accurate picture of financial reporting in Japan’ (p. 154). N used original 
statements of U.S. and U.K. companies, which presented no language problems. 
However, ET used Japanese, French and German reports, of which ‘all the Japanese 
and part of the French and West German statements were English-language versions’ 
(p. 121). It is therefore possible that their data are either incomplete, or presented 
in a different form from the original statements. 

The choice of countries and/or companies sampled is also important when using 
financial statements. ET was the only study of the six which used such a sample, 
but little attempt was made to justify their choice: 


The countries selected ... are France, Japan, the United Kingdom, the United States 
and West Germany. All these nations are founding members of the IASC. . . the published 
financial statements of a sample of corporations in each country were examined ... 
in general, nine or ten financial statements were examined in each country. (pp. 120-1) 


However, there are four other founding members of the IASC, and the inclusion 


of one more of them, the Netherlands, would have enabled ET to justify the countries 
selected as being those identified as ‘vital countries’ by Mason (1978). Moreover, 
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an examination of the companies surveyed (ET, pp. 127-8) does not give any evidence | 
that they have been matched. Given the shortcomings of the sample, it is therefore 
surprising that the authors extended their results to conclude that ‘the IASC has 
had very little impact on the accounting practices of countries involved’ (ET, p. 126). 


OPERATIONAL DEFINITIONS 


The operationalization of the concepts of harmony, harmonization, uniformity and 
standardization is necessarily linked with the type of data used. NF, MJ and DT 
used the PW survey, where regulations were categorized as Required, Recommended, 
etc. (see Appendix B). This has two effects on operationalization. First, it is assumed 
that companies comply 100 per cent with the requirements, whatever they might 
be. As pointed out above, this is a somewhat naive assumption. Second, 
harmonization is viewed in terms of movements of countries from category to 
category. NF ‘looked for those practices on which more than half of the thirty- 
seven countries [common to the three PW surveys]. . . were to be found in either 
the Required or Not Permitted categories by 1979’ (p. 68). This is perhaps too 
strict a definition of harmonization, as the categories selected imply uniformity 
rather than harmony. More appropriately, harmonization would merely involve 
looking for changes, over the period surveyed, in the clustering of companies within 
any of the categories, that is, whether more countries were grouped into particular 
categories at the end of the period than at the beginning. 

DT assigned ‘weights’ to the PW categories, and assessed the level of harmony 
by calculating weighted average scores. The use of weights implies that there is 
some quantifiable relationship among the response categories. For example Majority 
Practice, weighted as 3, represents three times more harmony than Rarely or Not 
Found, which is weighted as 1. This implication was strengthened in their analysis 
by frequent references to percentage changes in the weighted average scores over 
time. However, such relationships would be difficult to support, given the form 
of the PW data. 

The other three studies used sources which give actual compliance rates, although 
VDT’s rates are based on national surveys, while those of N and ET are based 
on samples of financial statements. Harmony was a function of the observed 
compliance rate, with a higher rate indicating a greater degree of harmony. However, 
one could argue that compliance with strictly defined disclosure requirements is 
more an indication of uniformity than of harmony. 


STATISTICAL METHODS 
The six studies used three different statistical methods to measure harmonization 


and standardization. These may be broadly described as descriptive statistics, 
nonparametric statistics and indices. 
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Descriptive Statistics 

This was the simplest and the most common method employed (used by ET, MJ 
and N), involving the calculation of the number or percentage of companies within 
the sample which complied with specified regulations. The size of the percentage 
described the degree of uniformity. 

These studies fall short of providing useful insight into the overall degree of 
harmony, either among countries or across time. ET showed the level of compliance 
per country, per year, but there was no summary of the overall level of compliance 
for any one country over the period surveyed, or of compliance among the group 
of countries for any particular year. MJ summarized the requirements of IASC 
member countries in relation to [AS4 (p. 24), but were unable, given the non- 
quantitative nature of their analysis, to comment on the level of uniformity involved. 
N’s results were shown in terms of both the numbers and percentages of companies 
displaying different levels of disclosure. This was extrapolated to apply to the 
populations of large U.S. and U.K. corporations from which the two random samples 
were drawn. However, given the emphasis on compliance with very narrowly defined 
IAS requirements, the result does not reflect general standardization of accounting 
practice so much as uniformity of compliance with these JAS requirements. 


Nonparametric Statistics 

NF and DT employed PW survey data, which place countries into requirement 
categories. These categories may be regarded as ordinal in nature, except that the 
extreme categories (Required and Not Permitted) imply the same degree of 
uniformity. 

NF assigned ranks to the survey categories, and tested changes in these rankings 
with Friedman’s ANOVA (appropriate ‘when the data from k matched samples 
are in at least an ordinal scale’, Siegel, 1956, p. 166). Of the five response categories 
(NF, p. 67), it is obvious that movements from 3 (Minority Practice) to 2 
(Predominant Practice) to 1 (Required Practice) would indicate increasing 
uniformity, as would movements from 3 to 4 (No Application), and from 3 to 
5 (Not Permitted). (What movements from 4 to 5 would indicate is not clear.) 
In a small example (p. 69), it is not apparent that this fact has been appreciated. 
For country A, increasing harmonization is shown as a movement from | to 3; 
for B, the same movement is given the opposite ranking. It is possible that this 
inconsistency affected the analysis, as the Friedman ANOVA test is based on the 
simple idea that ‘under Ho [i.e. the three matched samples have been drawn from 
the same population] the mean ranks of the various columns would be about equal’ 
(Siegel, 1956, p. 168). Thus the actual numbers assigned by NF to indicate varying 
degrees of harmonization would affect the analysis. 

DT assigned weights to the PW categories, calculated weighted average scores 
for countries, ranked the scores, and tested these rankings for significant changes. 
The Kruskal-Wallis test was applied to data from five regions differentiated by 
DT, to ascertain whether they could be said to have been drawn from different 
populations (see Siegel, 1956, p. 184). (However, DT had no statistical basis for 
differentiating these five regions, which appear.to have been rather arbitrarily drawn.) 


81 


nr rr er a ae 
AR ea Il nee 


ABACUS 


The Mann-Whitney U test, which shows ‘whether two independent groups have 
been drawn from the same population’ (Siegel, 1956, p. 116), was used to see if 
there was a significant difference between the mean scores of the E.C. and non- 
E.C. groups of countries. 

These two studies show that nonparametric statistics may be useful in testing 
for evidence of harmony when data are ordinal in nature. However, they also show 
that the concept must be properly defined and operationalized, and data properly 
interpreted and appropriately categorized. 


Indices 

VDT?’s study is based on the calculation of three indices, the H-index, the I index 
and the C index. The first two are used for calculating national and international 
harmony. The third calculates comparability of accounts when different accounting 
methods are used but sufficient information is provided to show the effect of using 
alternative methods. 

The H-index, from which the I index is developed, is one of many measures 
developed by industrial economists to quantify industrial concentration. Its use 
in the context of financial reporting harmonization implies an analogy between 
accounting harmonization and industrial concentration. The validity of this analogy 
is worthy of some discussion. 

Industrial concentration deals with measuring actual market structures in relation 
to the two extremes of monopoly and perfect competition. The former is a situation 
in which one firm generates all the sales in a particular market. The accounting 
counterpart of this would be a situation in which one strictly defined accounting 
method is used by all companies, that is, there is uniformity in accounting practice. 
Perfect competition could be regarded as a situation in which every company was 
free to use a different accounting method. This may be difficult to envisage for 
accounting for a particular item within a set of financial statements, but it is something 
which is possible for the financial statements as a whole — very few companies 
use identical combinations of accounting methods in producing their financial 
statements. The ‘real world’ of accounting lies somewhere between these two 
extremes, that is, there is some degree of uniformity in some areas. Harmony is 
thus the counterpart of imperfect competition. 

This analogy has intuitive appeal, but may be difficult to operationalize. In 
measuring industrial concentration, the variables measured are the number of firms, 
and their market share, share of labour or capital employed, or share of value- 
added. Industrial economists complain that it is difficult to ascertain how many 
firms there are in a particular industry. In accounting harmonization, the relevant 
variables would be the number of accounting methods, and the number of companies 
using each method. The following questions would have to be answered: How many 
accounting methods are there for any particular topic? Should we consider only 
the ones which are allowed by law or professional standards, or should we include 
all methods which are used? Do we know what all the methods actually in use 
are? How do we identify the companies which are affected by accounting for this 
particular topic? 
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Such questions may be satisfactorily answered in relation to samples of companies. 
The results obtained can then be generalized if the sample used is representative 
of a certain type of company. 

Different methods of calculating concentration are described and compared in 
a comprehensive survey by Curry and George (1983), who discuss in detail the 
five most widely used methods: the concentration ratio (CR); the Herfindahl index 
(VDT’s H-index); entropy/relative entropy; the variance of logarithms; and the 
Hannah-Kay index, which is a generalized version of the Herfindahl index). Curry 
and George also provide a useful worked example, showing how different 
measurement methods give different results for industries with different structures 
(p. 212). Although they conclude that 


the literature which considers the mathematical properties of concentration measures has 
not resolved the question of which is the best measure to use .. . [and] the complexity 
of business life is such that in practice it is unlikely that there is one concentration measure 
which will clearly be superior in all circumstances (p. 215) 


this does not detract from the approach suggested by VDT. The use of a concentration 
index seems to be a useful way to evaluate the level of harmony, and track movements 
in harmonization over time. 

The main problem with concentration indices is that no significance tests have 
been devised to indicate how trivial or significant (statistically) variations in index 
values are. 


CAUSES OF CHANGES IN COMPLIANCE 


Causation poses a difficult problem in the social and management sciences, because 
of the inability to conduct controlled laboratory experiments. However, it is easier 
to show causation between legal regulations and the use of accounting methods 
and/or the disclosure of certain information, than between professional regulations 
and accounting practices. This is because compliance with legal regulations is 

compulsory, whereas compliance with professional regulations is not, and it is thus 
often assumed that compliance with the former is greater than compliance with 
the latter. Taking the example of consolidation accounting in France again, the 
proportion of companies producing consolidated accounts will rise now that the 
Seventh Directive has been partially implemented in France. 

Five of the six studies surveyed examined compliance with IASC standards, which 
are not mandatory. VDT alone looked at legal regulations as a possible explanation 
for some observed changes in practice. All six studies looked for direct links between 
IASC activities and accounting practices. MJ and N also pointed out that the 
IASC may also have indirect influence on practice. 

NF’s conclusion reflects the difficulty of establishing direct causation: 


The period of the IASC’s existence has coincided with a growing harmonization of 
accounting standards. This association between the two is strengthened by the fact that 
many of the topics on which the IASC has issued pronouncements are those on which 
the authors observe harmonization. (NF, p. 77, emphasis added) 
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However, this conclusion, cautious as it is, does not appear to be fully supported 
by NF’s results. The study identified 37 countries and 131 accounting practices 
common to the three PW surveys, and 49 practices which showed evidence of 
harmonization as defined in the study. These 49 practices were tested for statistically 
significant changes in the distribution of ranked groupings over the time period, 
and 29 practices showed changes significant at the 5% level. These 29 practices 
were then related to the requirements of JASs 1-10, and formed the basis of NF’s 
conclusion. However, this does not take into account the 102 practices for which 
there was no evidence of harmonization as defined by the study, nor how these 
practices relate to the ten [ASs. NF’s conclusion would be more defensible if it 
had been based on a study of the changes in the distribution of country groupings 
over all the 131 common practices (or at least all of those which related to the 
relevant IASs). 

MJ postulate that even the degree of compliance observed may be due to reasons 
other than the conscious desire to comply with IASs. For example, ‘France, which 
credits the IASC standard [on depreciation], is actually strictly governed by its 
uniform Plan Comptable’ (p. 24); similarly, the fact that Japanese companies now 
practice equity accounting on a wider scale than before is ‘not in response to IAS 
No. 3 but to new securities legislation’ (p. 26). Their conclusion is that ‘the IASC 
has not succeeded in changing existing standards or setting new standards’ (p. 32). 

However, MJ’s analysis leads to the comment that the IASC is 


most effective when it has been able to obtain endorsements for its opinions by parties 
having greater enforcement powers .. . [it] lobbies to have its standards considered by 
the FASB and the ASC, and its power to influence EEC law directives is considerable. 
(pp. 32-3) 


Similarly, N’s results suggest that, while [ASs ‘are not generally obeyed . . . there 
is some doubt [that] IASs have no direct impact’ (p. 13) 

VDT graphs fluctuations in the H-index over time (VDT, pp. 161-4). These indicate 
a rising trend in the level of harmony, as measured by the H-index, with year- 
to-year fluctuations. Some of these fluctuations are ascribed to particular events 
(e.g., p. 163, the effect of new legislation on the presentation of the investment 
tax credit equalization account in the Netherlands); but others appear to have no 
particular cause (e.g., p. 160, the presentation of deferred taxation in the U.K. 
in 1971). The analysis shows that, while it may be possible to measure the degree 
of harmony, it is difficult to distinguish trend movements from random movements. 
It also reflects our view that little is known about causation. 


AN ALTERNATIVE APPROACH TO HARMONIZATION MEASUREMENT 


Based on the discussion above, the following approach to measuring harmonization 
is suggested. 

First, if harmonization activities are the result of concern about the comparability 
of accounts produced by companies from different countries, then a measurement 
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study should focus on actual reporting practices rather than regulations, that is, 
on de facto rather than de jure harmonization. 

Second, actual reporting practices may be assessed most accurately from annual 
accounts, or detailed surveys of such accounts. Thus the appropriate data sources 
would be published accounts, or national surveys based on samples of company 
accounts (if the companies in the sample are appropriate to the research objective), 
rather than surveys of legal and professional accounting regulation. 

Third, given the sources suggested, data on proportions of companies using 
different accounting methods can be obtained. An operational definition of harmony 
could then take the form of comparing the observed distribution of companies 
among different methods with either a random distribution or some expected 
distribution. A suitable proxy for the former could be a uniform/equal/ rectangular 
distribution, that is, a distribution in which equal numbers of companies would 
be expected to use each of the available alternatives. (This would represent no 
preference for, or bias towards, any one available method.) Evidence of harmony 
would then be the existence of a significant difference between the observed and 
expected distributions, as measured by some appropriate significance test, for 
example, chi-square. 

Finally, the level of harmony could be quantified by using a concentration index, 
preferably one describing the entire distribution, rather than just a portion of it. 
Comparison of levels of harmony over different periods would yield evidence of 
harmonization or disharmonization. 


SUMMARY 


This paper has shown that insufficient research has been undertaken to date on 
the measurement of harmonization and standardization of financial reporting. The 
concepts involved have not been clearly defined, and this may explain the evidence 
of confusion in the methodology of some studies, and the inconsistent results between 
studies. 

Two important points have emerged from this review: first, that none of the 
six studies reviewed involved a comprehensive measure of de facto harmonization, 
that is, the increasing comparability of financial statement produced by companies. 
This is a somewhat surprising result, as comparability would appear to be the 
raison d’être of harmonization activities. 

Second, the studies suggest two useful measurement approaches — the use of 
concentration indices, which may be applied to cardinal data; and the use of 
nonparametric tests when data are only ordinal. Both approaches have been 
incorporated in a suggested methodology for measuring de facto harmony. 
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National Surveys 

Australia: Australian Financial Reporting, based on 120 public companies. First 
survey published in 1972. Several surveys since, carried out by the Australian 
Accounting Research Foundation. Most recent based on 1980 accounts. No 
further surveys planned. 

Canada: Financial Reporting in Canada, published bi-annually by the Canadian 
Institute of Chartered Accountants since 1955. Sixteenth edition (1985) relates 
to 1983 and 1984 accounts of 325 public companies; 1981 and 1982 data are 
also included. 

France: Les Rapports Annuels des Sociétés Françaises, published bi-annually by 
l’Ordre des Experts Comptables et des Comptables Agréés. Based on a sample 
of 150 large French companies. Available in French only. 

India: Precedents in Published Accounts, published by the Institute of Chartered 
Accountants of India in 1981. Relates to the 1979 accounts of 202 public 
and private-sector companies. Available in English. 

Netherlands: Onderzoek Jaarverslaggeving, published by the Nederlands Instituut 
van Registeraccountants, based on the accounts of 120 companies, Editions 
relate to accounts published one to two years before. Available in Dutch 
only. 

New Zealand: New Zealand Company Financial Reporting, published in 1982 and 
1984 with financial support from universities. The latter contains information 
on annual reports of the 100 largest NZ companies for 1979, 1982 and 1983. 

Sweden: Survey of Accounting Practices, most recently published in 1985 by the 
Swedish Institute of Authorised Public Accountants. Based on 100 companies 
listed on the Stockholm Stock Exchange, with year-ends between 1/3/83 and 
29/2/84. Four earlier editions. English translations are available. 

United Kingdom: Financial Reporting (called Survey of Published Accounts until 
the 1983 edition), published annually since 1970 by the Institute of Chartered 
Accountants in England and Wales. Editions relate to annual reports issued 
in the previous year, by a sample of 200 large and medium listed companies, 
and 100 large unlisted companies. 

United States: Accounting Trends and Techniques, published annually by the 
American Institute of Certified Public Accountants since 1944. Covers 600. 
industrial and merchandising companies, about 90% of which are SECESE. 
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APPENDIX B 


THE 1979 PW and GRAY SURVEYS COMPARED 


Publication date 
Based on position at 


Available in 


No. of countries covered 
No. of propositions/ questions 


Response categories 


1979 PW 


1980 
1/1/79 


English, French 
German, Spanish 
and Italian 


64 
267 


Requirements 
Required 
Insisted upon 
Predominant 
practice 
Minority practice 
Rarely or not 
found 
Not accepted 
Not permitted 
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Gray 


1984 
1/1/82 


English 


30 
430 


Requirements 
Required 
Recommended 
Permitted 


Not permitted 


Practice 
A 91-100% 
B 76-90% 
C 51-75% 
D 26-50% 
E  i1-25% 
F 1-10% 
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M. C. CHETWIN 


Apportionment in Contract Actions: 
New Zealand’s Innovative Approach 


Gwilliam (1988a) examined the application of the concept of contributory 
negligence in U.K. and British Commonwealth cases involving auditors. 
This paper examines recent developments in New Zealand regarding 
contributory negligence as a defence in contract. Further, it criticizes 

. Gwilliam’s discussion of policy issues and suggests that, for New Zealand 
and Australia, the fundamental issue is whether apportionment is 
appropriate for an audit contract. It supports moves to introduce some 
form of legislation which will limit the liability of auditors. 


Key words: Auditing; Contributory negligence; Liability. 


In the March 1988 issue of this journal, Gwilliam examined the application of 
the concept of contributory negligence in U.K. and British Commonwealth cases 
involving auditors. This paper examines recent developments in New Zealand and 
considers the policy implications. 

The New Zealand Court of Appeal in Day v. Mead [1987] 2 NZLR 443 (Cooke 
P., Somers, Casey and Hillyer JJ) has taken an innovative approach and challenged 
the common law doctrine that contributory negligence is not available as a defence 
to an action in contract. The Court was faced with the question whether a claim 
for equitable compensation for breach of fiduciary duty arising out of contract 
could be reduced because of the plaintiff’s contributory negligence. 

Although the respective rules relating to tort and contract have moved towards 
assimilation in recent times, it has been the accepted view in New Zealand that, 
where a defendant has been negligent but his only liability is in contract, the 
Contributory Negligence Act 1947 cannot apply and apportionment is not possible. 
The Contracts and Commercial Law Reform Committee in its 1983 Working Paper 
on Contribution in Civil Cases! has taken the view that the definition of ‘fault’ 
in the Contributory Negligence Act 1947 should be widened to include breach of 
contract. The Committee’s view is supported by the Court of Appeal in Day v. 
Mead. 


! Discussed by Dugdale (1984, p. 172). 





M. C. Cuetwin is a Lecturer in Commercial Law, University of Canterbury, New Zealand. 
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DAY v. MEAD 


In this case, a client claimed $100,000 plus interest from his former solicitor, being 
the amount lost as a result of a share investment of $20,000 and a further investment 
of $80,000 in PM Ltd. At the trial, Gallen J held that the solicitor, M, was in 
breach of his contractual duty as a solicitor in relation to the first investment and 
also in breach of his fiduciary obligations. The question was raised as to whether 
the defence of contributory negligence could apply so as to reduce damages founded 
in contract. At the time of the second investment D was aware of the state of 
the company’s finances and was equally to blame for this loss. Damages were limited 
to 50 per cent in respect of the second investment because of contributory negligence 
in an equitable context, although not in contract. D appealed against the reduction 
of the claim relating to the second investment and the refusal to award interest. 
M cross-appealed, against the finding of liability and the award of damages or 
compensation for breach of fiduciary duty. The Court of Appeal unanimously 
dismissed both appeals except in respect of the refusal to award interest. 

Although the case was decided with reference to the defendant’s fiduciary 
obligations, it may have far-reaching implications for contract law. Cooke P at 
450 suggested that as regards negligent breach of contract ‘subject to special 
contractual terms, the same duty of care arises in both tort and contract and has 
the same incidents’. His Honour noted at 451: 


A corollary of that approach would be a uniform limitation period. Further, contributory 
negligence could be treated as a defence enabling apportionment of damages under the 
Contributory Negligence Act, for the rights and liabilities of the parties would be the 
same in contract and in tort.” 


Cooke P cited with approval the Canadian authority (Doiron v. Caisse Populaire’ 
D’Inkerman Ltee (1985) 17 DLR (4th) 660, and Coopers & Lybrand v. H. E. Kane 
Agencies Ltd. (1985) 17 DLR (4th) 695), holding that contributory negligence enabled 
apportionment at common law. 

In Doiron the defendant, a solicitor, negligently failed to procure personal 
guarantees as security for a loan made by the plaintiff Caisse Populaire. The plaintiff 
was also negligent in not giving clear instructions, and in not inspecting the documents 
to ascertain that the guarantees were missing. The defendant had been retained 
by shareholders of the borrower, but the trial judge found that there was a contract 
between the plaintiff and the defendant and that the defendant was fully liable 
for the plaintiff’s loss. On appeal to the New Brunswick Court of Appeal, it was 
held, allowing the appeal in part, the court had power, apart from statute, in a 
contract action to apportion damages for contributory negligence. Accordingly, 
the defendant was partly liable for the loss proved to have been caused by his 
negligence. 


2 If this is accepted it would have far-reaching consequences. Areas which would require clarification 
are the law concerning the accrual of the cause of the action, the mode of calculating the damages, 
and the rules governing remoteness. 


+ 


90 


APPORTIONMENT IN CONTRACT ACTIONS 


The Coopers & Lybrand case is discussed in Gwilliam’s article. 

The Court in Day v. Mead was concerned with breach of a solicitor’s fiduciary 
obligations and Cooke P noted that the ‘spirit of the judgment’ of the Doiron 
case pointed to a breach of a solicitor’s fiduciary duty. His Honour did not discuss 
Coopers & Lybrand in any detail. 

Both Cooke P and Somers J noted that law and equity have mingled now and 
contributory negligence should be available as a defence regardless of how an action 
is framed. 

Clearly the Court of Appeal is willing to come to terms with the difficulties 
inherent in the former legal and equitable jurisdictions. Dawson (1982) has noted 
that this must be quite the most important development that is occurring in contract 
law in New Zealand. In the words of Cooke P at 451: 


Whether or not there are reported cases in which compensation for breach of a fiduciary 
obligation has been assessed on the footing that the plaintiff should accept some share 
of the responsibility, there appears to be no solid reason for denying jurisdiction to follow 
that obviously just course, especially now that law and equity have mingled or are 
interacting. It is an opportunity for equity to show that it has not petrified and to live 
up to the spirit of its maxims. Moreover, assuming that the Contributory Negligence 
Act does not itself apply, it is nevertheless helpful as an analogy, on the principle to 
which we in New Zealand are increasingly giving weight that the evolution of Judge- 
made law may be influenced by the ideas of the legislature as reflected in contemporary 
statutes, and by other current trends. (p. 112) 


Day v. Mead is a case on obligations as a fiduciary and could be distinguished 
on that basis. 

The Canadian authority cited in Day v. Mead is also distinguishable. In Doiron, 
La Forest JA (as he then was) extensively reviews the authorities. It is clear he 
did not consider apportionment appropriate in all circumstances: 


I am by no means saying that contribution should be the rule in all cases. A consideration 
of the circumstances may rule it out. There are undoubtedly many contracts where a 
person has a right to rely fully on the person with whom he enters into a contract to 
do certain things . . . I would think, for example, that a person should ordinarily be 
able to rely on the technical skill and knowledge of a lawyer or other professional. However, 
this was not that kind of breach here. 

As in torts, the application of contributory negligence in contract will depend on all 
the circumstances. In the case of contracts this will include the public expectations about 
the types of contract involved as well as the particular expectations one must assume 
the parties had having regard to all the circumstances, including the relationship of the 
parties, their past dealings, the nature of the contract and so on. (at 679-80) 


Applying the above dicta to the audit contract, it could be strongly argued that 
contributory negligence is inappropriate. In Coopers & Lybrand, Stratton JA applied 
the Doiron case, holding that damages could be apportioned for contributory 
negligence on a number of grounds. However, Coopers & Lybrand could be 
distinguished on its facts. The court there was dealing with a family firm in which 
the directors were proprietors as well as directors. Its application could possibly 
be restricted to small proprietary companies. 
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POLICY IMPLICATIONS 


Is Contributory Negligence an Appropriate Defence for Auditors? 

Even if contributory negligence is available as a defence in contract, its applicability 
to auditors is questionable. One of the purposes. of an audit is to protect investors 
and to allow apportionment is to negate a fundamental reason for the appointment 
of an auditor. 

Gwilliam examined ‘Contractual actions after the introduction of apportionment 
legislation’ and cited cases from New Zealand, Australia and Canada to highlight 
factors the courts have considered important in determining whether to allow 
apportionment. His conclusions headed ‘Economic Considerations and Policy 
Implications’ are exploratory; however, they imply that apportionment is appropriate 
in the case of an audit contract. 

It is clear from the Australian cases, and in particular the dicta (as cited by 
Gwilliam) of Moffitt P in Pacific Acceptance Limited v. Forsyth & Ors (1970) 
92 WN(N.S.W.) 29 at 124-5 and Simonius Vischer & Co. v. Holt & Thompson 
[1979] 2 NSWLR 322 at 329-30 that the courts do not regard contributory negligence 
as appropriate. In these cases the suggestion has been that the defence of contributory 
negligence is not available, on the basis that this would weaken essential concepts 
associated with the audit contract. The obligations to supervise and to examine, 
and the auditor’s duty to exercise independent judgment, were regarded as integral 
aspects of the contract. 

The Canadian Courts have taken the contrary view. As discussed above, the 
Coopers & Lybrand case is distinguishable on its facts. In Revelstoke Credit Union 
v. Miller [1984] 2 WWR 297 McEachern CJSC considered the Australian cases 
cited above and stated that while they were interesting they should not be followed. 
McEachern CJSC considered the precedent set in West Coast Finance v. Gunderson, 
Stokes Walton (1974) 44 DLR (3rd) 232; (1975) 56 DLR (3rd) 460 should be followed. 
Even if in the future courts consider the Canadian authority as appropriate, the 
Judge in the Revelstoke Credit Union case imposed a low standard of skill and 
care on the directors compared to the auditors, and on that basis it would be 
difficult to prove contributory negligence. There is a clear conflict of authority 
and it is submitted New Zealand should follow the Australian cases. 

In the New Zealand case quoted by Gwilliam -— Nelson Guarantee Corporation 
v. Hodgson [1958] NZLR 609 — McCarthy J held that there had been no negligence 
_ on the part of the auditors. However, had he held otherwise; he considered 
apportionment would have been appropriate. McCarthy J stated that in his view, 
the claim was brought in tort, not contract, and therefore the Contributory Negligence 
Act 1947 could be invoked. 

On 10 October 1986 in New Zealand, the Minister of Justice, Mr Geoffrey Palmer 
(as he then was), announced that a reference on company law had been forwarded 
to the Law Commission. He stated, inter alia, that ‘the underlying philosophy of 
the law should be reassessed, and its economic, social and practical implications 
carefully examined. The matter should not be dealt with in a piecemeal way.’ The 
Law Commission in its Report ‘Company Law Reform and Restatement’ (NZLC 
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R9 para. 609) notes the concern of auditors (and others) about substantial liability 
in cases of professional negligence. This is a matter to be addressed by the Law 
Commission in the context of its current project on contribution in civil cases. 

In Australia, the Companies and Securities Law Review Committee (CSLRC) 
examined the issue of civil liability of company auditors at the request of the 
Ministerial council. In the Discussion Paper released to gauge public views on 
the matter of auditor’s civil liability and the possible introduction of limitations, 
the Committee set out a number of issues which, in essence, shift the liability of 
the auditor (paras 53-60).3 One option (para. 58) was the suggestion the Court 
could be given a discretion to apportion liability between the directors or other 
relevant parties and the auditor, having regard to the differing degrees of 
blameworthiness. 

The purpose of apportionment is to redistribute responsibility amongst 
wrongdoers, and the interests of the public would be defeated if directors were 
unable to meet their share of liability. The Report of the Companies and Securities 
Law Review Committee to the Ministerial Council discusses this argument against 
apportionment that it would not be in the public interest and notes that several 
submissions suggested indemnity insurance. The Committee recognized the problems 
of cost and availability and the fact that this option would be unworkable without 
compulsory government underwritten insurance. It considered it had limited 
attraction and was not recommended (paras 214-15). 

The general recommendation of the CSLRC was as follows: ‘The Committee 
recommends that limited liability for company auditors in respect of their functions 
under the companies and securities legislation be introduced in conjunction with 
the creation of a mandatory indemnity insurance scheme’ (Report, Part III, Summary 
of Recommendations, p. 37). The Committee favoured a limit on liability of auditors 
measured by some multiple of the fees that are collected in respect of a particular 
audit. However, public policy arguments have prevailed and these recommendations 
have been shelved in the meantime. 


CONCLUSIONS 


In New Zealand it had been the accepted view that contributory negligence was 
not a defence in contract until the case of Day v. Mead[1987] 2 NZLR 443. However, 
it was decided with reference to obligations as a fiduciary and therefore could 
be distinguished on that basis. Assuming contributory negligence is available as ' 
a defence, there is a conflict between the Australian and Canadian cases as to 
whether it is applicable to the audit contract. The Canadian authority Coopers 
& Lybrand and Revelstoke are distinguishable. It is submitted the correct approach 
is that of Moffitt J in Pacific Acceptance v. Forsyth and Simonius Vischer v. Holt 
& Thompson. In Simonius Vischer Moffitt P commented at 329: 


3 See Langfield-Smith (1986). 
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When the action for professional negligence is against an auditor, it is difficult to see 
how a finding of contributory negligence can be made . . . it is difficult to see how 
the conduct of a servant or director of a company could constitute the relevant negligence 
so as to defeat the claim against the auditor, whose duty is to check on the conduct 
of such persons. 


The statutory and contractual duties of the auditor would be undermined if 
contributory negligence is available as a defence. 

In recent years, decisions have shown a more conservative trend in the evaluation 
by the courts of liability of auditors.4 However, in the context of liability to third 
parties, the English Court of Appeal in Caparo Industries ple v. Dickman and 
Ors (1989) 5 BCC 105 has allowed an appeal against a ruling of Sir Neil Lawson 
on a preliminary issue that a public company’s auditors owed no duty of care 
to individual shareholders in the exercise of their duties as auditors. The auditors 
have been granted leave to appeal to the House of Lords. This case will undoubtedly 
be the subject of much concern and suggestions for statutory reform will again 
surface. 


Reform 
The Law Commission in New Zealand does have the benefit of the Australian 
experience and parallel discussions in other jurisdictions. 

In concluding contributory negligence is not an appropriate defence to an audit 
contract, this does not mean an auditor could not claim a contribution against ‘ 
a third party,5 and this course was suggested by Moffitt J at 124 in Pacific Acceptance. 
Dugdale (1984, p. 191) argues the policy underlying Moffitt’s judgments would seeme, 
to be equally applicable to contribution claims. In any event contribution raises - 
the same argument of the necessity for insurance as was canvassed in the CSLRC 
Report (at para 215). It is questionable whether a contribution provision or statute 
would be a satisfactory remedy. 

Some commentators® have argued that the CSLRC recommendation is not in 
the public interest. The problem of auditor’s liability is of public interest. The concern 
of the accountancy profession is evidenced by the frequency of publications referring 
to the problem.’ 

The Law Commission in New Zealand now has the opportunity to spell out 
the role of the auditor in absolute terms and implement a statutory limit of liability 
with mandatory insurance to that figure. The fundamental issue whether or not 
apportionment is appropriate in an audit contract should be clarified by statute. 


4 For example, B.G.J. Holdings Pty Ltd & Anor v. Touche Ross & Co. (1988) 6 ACLC 449. 
5 See Gwilliam (1988a, p. 52). 


6 See, for example, Baxt (1987, pp. 65-6); Gwilliam (1988b, pp. 22-3); Langfield-Smith (1986, pp. 
260-2). 
7 See Langfield-Smith (1986, p. 253). 
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Positive accounting theory, using the book of the same name by Watts 
and Zimmerman (1986) as the primary source of information about that 
theory, is subjected to scrutiny. The two pillars — (a) value-free study 
of (b) accounting practices — upon which the legitimacy of that theory 
are said to rest (and the absence of which is said. to make other theories 
illegitimate) are found to be insubstantial. The claim that authorities — 
economic end scientific —- support the type of theory espoused is found 
to be mistaken. The accomplishments — actual and potential — of positive 
theory are found to have been nil, and are projected to continue to be 
nil. Based on these findings, the recommendation is to classify positive 
accounting theory as a ‘cottage industry’ at the periphery of accounting 
thought and reject its attempt to take centre stage by radically redefining 
the fundamental question of accounting. 


Key words: Accounting theory; Scientific method; Theory. 


INTRODUCTION 


What ought accounting practices be? More fully, which objects and events, and 
vhich attribute(s) of them, should be represented in accounts and on financial 
‘tatements? That ancient question was examined by all of the past contributors 
QO accounting thought,! and by consensus of those contributors, it was the 
undamental question of accounting. At base, that question concerned the states 


' Contributors who examined the ancient question comprise an honour roll of names in accounting: 
Pacioli, Dicksee, Sprague, Hatfield, Paton, Edwards and Bell, Littleton, May, Baxter, Moonitz, 
Chambers, Scott, Sweeney, and Esquerré to name but a few. 


Rosert R. Srer.ine is Kendall D. Garff Professor of Business Enterprise, Graduate School of Business, 
University of Utah. 

The author is indebted to W.T. Baxter (London School), Philip Bell (Boston), John W. Buckley 
(UCLA), Raymond J. Chambers (Sydney), Barry Cushing (Penn State), W. W. Cooper (Texas~Austin), 
James M, Fremgen (Naval Postgraduate), James C. Gaa (McMaster), James B. Heian (Wellington), 
Richard Laughlin (Sheffield), Richard Mattessich (British Columbia), Alan MacGregor (Otago), Kevin 
McBeth (Weber), Maurice Moonitz (Cal), Roland Munro (Edinburgh), George Murphy (Saskatchewan), 
K. V. Peasnell (Lancaster), Paul Rosenfield (AICPA), Ross M. Skinner (Toronto), David Solomons 
(Penn), Paul Weilenmann (Zurich), Harry I. Wolk (Drake), Stephen A. Zeff (Rice) and the anonymous 
referees for reading the entire manuscript and offering comments and suggestions, many of which were 
mutually exclusive but all of which were helpful and stimulating. Thanks also to the late Richard 
Feynman (Cal Tech), Carl Hempel (Princeton), Melvin W. Reder (Chicago), Kenneth C. Warner (Toledo 
Scale Corporation), John Watkins (London School), and Frederick Wegner (Congregation Kol Ami) 
for comments on particulars. The author is also grateful to Thomas R. Dyckman (Cornell), Keith 
Duncan (Bond), Wiliam R. Kinney (Yexas-Austin), Paul Montagna (Brooklyn) and D. J. Williams 
(ANZ Macaghan, Melbourne) for responding to my request to all people cited to check the accuracy 
of my interpretation of their work. 
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and activities of the firm, especially in regard to wealth and income, and how. 
best to account for thèm. Now comes ‘positive accounting theory’ (hereinafter PATY- 
with the message that questions about what ought to be the contents of accounts 
are unscientific. Positive theorists assert that, for reasons to be discussed, the question - 
should be changed from ‘What ought accounting practices be?’ to ‘What are 
accounting practices?’ | 

This is a radical alteration of the fundamental question of accounting: stead: 
of trying to determine how to improve the present state of accounting we are told 
to try to determine the present state of accounting. Radically altering the fundamental į 
question of a discipline is a matter of utmost import to that discipline and therefore 
proposals for such alterations require in-depth consideration prior to their adoption. 
The purpose of this article is to contribute to that consideration.? 

Although Positive Accounting Theory (hereinafter Positive), by. “Watts and | 
Zimmerman (hereinafter W&Z; 1986), will serve as the primary (but not "exclusive) 
source of information about PAT, this article is not intended to be a thoroughgoing 
review of that book. Instead, it will concentrate on the foundations of and: 
justifications for PAT to the neglect of consideration of the details of its 
_ superstructure. In general it is efficient fo sequence examination of a theory to, 
first, the foundation, and second, the superstructure, because any theory that does 
not withstand examination of its foundation is almost certain not to withstand) 
_ examination of its superstructure. To put it another way, this article is concerned: 
primarily with positive accounting theory, and positive accounting research is 
considered only in regard to accomplishments, not in regard to techniques employed. 
(Those interested in the superstructure will find Whittington, 1987, a particularly. 
insightful and thorough critique of such topics as disclosure regulation and efficient| 
markets, as well as more basic topics.) ` | 

l 
| 
Í 






Overview of Positive 
The first chapter of Positive is titled ‘The Role of Accounting Theory’, the first 
sentence of that chapter says ‘This book is about accounting theory’, and ‘Nature 
of Theory’ is the title of the first section heading. Such an introduction abe 
it clear that the topic of theory is of fundamental importance to W&Z and therefore 
it leads the reader to expect a rather thorough discussion of the basic ideas of 
theory construction and verification and how they are applied in accounting. That 
expectation is immediately dashed. The ‘Role of Accounting Theory’ chapter occupies 
only 14 of the 362 pages of text and the section on the nature of theory is only) 
one-half of one of those 14 pages. Such brevity is puzzling in light of the introduction 
and even more so in light of the fact that the justification of PAT rests a 
on the claim that it is a scientific theory whereas other accounting icone is, 
composed of unscientific musings. 





2 Other considerations include Christenson (1983), Lowe, Puxty and Laughlin (1983), Peasnell and 
Williams (1986), Schreuder (1984; 1985) which were critiques of positive theory in general or ‘Excuses’ 

' (W&Z, 1979) in particular prior to the publication of Positive Accounting Theory (W&Z, 198.5). 
Review articles of that book include Demski (1988), Whittington (1987), and Whiiley (1988). Solomons 
(1986, pp. 239--41) provides a brief yet incisive eran of PAT in regard to the positive theory ofi 
standard setting. 
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Based on the space occupied, it would have been more accurate for W&Z (1986, 
p. ix) to have said that the book is a réchauffé of the ‘economics-based empirical 
literature’ in accounting, not a book about theory or accounting theory. The review 
and reinterpretation of that literature occupy chapters three to thirteen. The topics 
in those chapters are ordered chronologically, spanning the time period from 1968 
(the date of the earliest Journal of Accounting Research cited) to 1985 (the date 
of the latest Journal of Accounting and Economics cited), and run from efficient 
markets (described on p. 71 as ‘in the positive tradition’) through disclosure regulation 
(called a ‘prelude’ to PAT on p. 156) to the more recognizable PAT topics such 
as the effect of management compensation plans on accounting. The penultimate 
chapter, titled ‘The Role of Accounting Research’, is an edited abridgment of their 
‘Excuses’ paper (W&Z, 1979) and the ultimate chapter ts called ‘Summary, Evaluation 
and Prospects’. 

Although scant space (somewhat less than 5 per cent) is devoted to the role 
of theory, it is crucial space because it contains the basic ideas that guide the remainder 
of the book. W&Z (1986) draw attention to the importance of Chapter I: in the 
last sentence of the book: ‘However, we have confidence that the methodology 
outlined in Chapter | and used throughout this book will produce a useful positive 
accounting theory’ (p. 362, emphasis added). Thus, Chapter | is the foundation 
upon which the other 95 per cent of the book is built. That chapter describes 
the fundamentals of PAT and the remaining chapters describe the details, or, to 
paraphrase Hillel (Talmud, Sabbath), Chapter | is the whole theory; all the rest 
is mere commentary. For that reason, Chapter | demands careful scrutiny. 


FOUNDATIONS 


The first task that W&Z (1986, p. 1) set for themselves is to distinguish their view 
of theory from the different views found in the accounting literature. The importance 
they place on that distinction is indicated by the fact that it is the first topic addressed 
in Positive, as well as having been the topic addressed in the first. sentence of 
the ‘Excuses’ paper (W&Z, 1979, p. 273). The importance is further indicated from 
their frequent assertion that their view of theory is the same as that in economics 
and science, with the obvious implication that since other accounting theories are 
different from.PAT then they are different from those in economics and science. 
From this springs the justification of PAT that it is a theory whereas others are 
pseudo-theories, although ignorant usage of the term has resulted in pseudo-theories 
being erroneously called theories. (That position is most clearly stated in ‘Excuses’ 
(W&Z, 1979, p. 273) but is also espoused throughout Positive.) 

The previous paragraph describes the dual process of attempting-to” convince 
readers that (a) PAT is worthy of acceptance and emulation, perhaps adulation, 
whereas (b) other accounting pseudo-theories are worthy of rejection and neglect, 
perhaps contempt. They refer to the second process. as ‘the natural desire of 
proponents of a new set of theories and methodology (of a new paradigm) to demolish 
the existing paradigm’s theories’ (1986, p. 16, emphasis altered). Although they were 
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describing researchers who preceded them ‘in the positive tradition’ (1986, p. 71)’ 
when they discovered that natural desire, the reader will easily recognize that in 
the process of adopting and augmenting the positive tradition, W&Z have also 
adopted and augmented the desire to demolish all theories other than PAT. (See: 
also W&Z, 1986, p. 6, for the statement of their belief that their predecessors in’ 
the positive tradition had succeeded in demolishing the old explanations.) 

Thus, the foundation of PAT is said to be its congruence with economics in 
particular and science in general. Their demarcation between science and non-science 
(or between theory and pseudo-theory) rests on two pillars: 

l. Phenomena studied. Studying accounting practices is scientific whereas: 
studying other phenomena is not scientific. PAT is scientific because it studies ` 
accounting practices whereas other accounting ‘theories’ are not scientific, ` 
indeed only pseudo-theories. 

2. Value-free. Avoiding questions of value (being positive or descriptive) is 

_ scientific whereas addressing questions of value (being normative or 
prescriptive) Is unscientific. PAT is positive and therefore scientific whereas 
other accounting ‘theories’ are normative and therefore not scientific, indeed 


# 


, 
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only pseudo-theories. ; 
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Phenomena Studied 

To their credit W&Z (1986) are quite clear about their view of theory, stating it 
boldly and placing it prominently: ‘The objective of accounting theory is to explain 
and predict accounting practice’ (p. 2). As I read Positive, this is the fundamental į 
sentence of the book because it clearly and concisely defines PAT, thereby 
differentiating it from all other accounting literature. 


| 
$ 
These two pillars will be considered seriatim. i 
{ 
| 
Studying Practices. Specification of the study. of accounting practice is the major. 
difference between PAT and other accounting theories. The elaboration that follows i 
the fundamental sentence leaves no doubt about what W&Z (1986) believe ought į 
to be as and predicted: 


Explanation means providing reasons for observed practice. For example, an accounting 
theory should explain why certain firms use the last-in, first-out (lifo) method of inventory } 
rather than the first-in, first-out (fifo) method. Prediction of accounting practice means į 
that the theory predicts unobserved accounting phenomena... For example, an accounting l 
theory can provide hypotheses about the attributes of firms that use lifo versus the attributes’ 


of firms using fifo. (p. 2) 








This passage defines ‘accounting phenomena’ as the various mathematical} 
constructions (for example, lifo and fifo) used to derive accounting figures. Instead{ 
of the phenomena being the widgets that are represented on the financial statements,}- 
the ‘accounting phenomena’ of PAT are the set of formulae that are available fo 
selection when preparing the financial statements. 

This is analogous to cartographers defining ‘cartographical phenomena’ as the 


map instead of the territory. That the analogy fits can be seen by the fact that x 
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the substitution of cartographic terms in the quotation produces a perfectly parallel 
‘positive cartography theory’: 


Explanation means providing reasons for observed practice. For example, a cartography 
theory should explain why certatn firms use the Mercator method of projection rather 
than the conical method. Prediction of cartographic practice means that the theory predicts 
unobserved cartographical phenomena ... For example, a cartography theory can provide 
hypotheses about the attributes of cartographic firms that use Mercator versus the attributes 
of firms using conical. 


This passage defines ‘cartographical phenomena’ as the various mathematical 
constructions (for example, Mercator and conical) used to derive cartographic 
figures. Instead of the phenomena being the continents and oceans that are 
represented on the maps, the cartographical phenomena of positive cartography 
theory are the set of formulae that are available for selection when preparing the 
maps. a 

The mistake of confusing the map with the territory is well known in-economics 
and science, being called ‘maya’ in some circles. For example, a scientific 
methodologist (Ziman, 1978) asserts that ‘no sane person would suppose a map 
to be identical with the land that it represents’ (p. 85) and a respected economist 
(Boulding, 1970) advises against attempting to traverse maps: 


What all this involves is not a case against abstraction, which is essential, but a warning 
against mistaking abstraction for reality. We would be foolish to try to go for a walk 
across a map, but a map may be very helpful if we are going for a real walk. (p. 75) 


Instead of confusing the accounting map? (financial statements) with the accounting 
territory (economic goods), PAT fails to recognize (or at least acknowledge) the 
existence of an accounting territory. Apparently W&Z think of financial statements 
as free-floating collections of words and numerals instead of as representations 
of things and events. 

“The study of words and not matter’, cautioned Francis Bacon (1605, 1, IV, 3), 
is ‘the first distemper of learning’ because ‘words are but the images of matter’ 
. and ‘to fall in love with them is all one as to fall in love with a picture’. That 
observation provides a discerning diagnosis of W&Z’s error: they have proposed 
a research program with the objective of explaining and predicting words- and 
numerals without mentioning their correspondence (or lack) to things and events, 
thereby leading me to believe that they have fallen in love with pictures (financial 
statements) without recognizing that they need be images of matter (economic goods). 


3 See Solomons (1978, p. 70) for perhaps the first and certainly a lucid discussion employing the 
map analogy in an accounting context. 


4 For evidence of the extent of this error see Sterling (1989), which reports a test of the difference 
between accountants and scientists in apprehending and appreciating the need for correspondence 
of numerals to an independent measurement of the phenomena. 
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Studying Practitioners. In extension the ‘accounting phenomena’ of PAT are the 
decisions as to which formula to use (for example, lifo not fifo), not the fact that 
it is being used. The ‘observed practice’ of PAT refers to observing which formula 
was selected by the process of observing which formula ts being used. One cannot 
observe the decision process but one can observe its result, and the formula being 
used is its result.5 The first question addressed by PAT is which formulae were 
selected. The second question ts why the formulae were selected — what causes 
practitioners to select various practices. In this extension ‘accounting practitioner’ 
is broadly construed to include all people who select accounting methods but with 
the primary focus on managers. 

Utility Maximization. Since PAT studies practitioners and since practitioners are 
people, in this extension PAT may be thought of as a behavioural science. It differs 
from behavioural science, however, tn several significant ways, one of which is 
what may be assumed and what is required to be investigated. Instead of trying 
to discover what motivates practitioners, as we would expect from behaviourists, 
W&Z assume that everybody is a utility maximizer and then they look for evidence 
to support that assumption. 

After mentioning a number of different people whose welfare is affected by the 
selection of accounting methods, they present their blanket assumption (W&Z, 1986): 


We assume that all of these various parties in selecting or recommending accounting 
and auditing procedures act so as to maximize their own welfare (i.e., their expected 
utility). To make a decision on accounting reports, individuals want to know how the 
alternative reporting methods affect their welfare. For example, in choosing among 
alternative depreciation methods, corporate managers want to know how straight-line 
depreciation affects their welfare vis-a-vis accelerated depreciation. (p. 3) 


Although there is some question about why they place the statement of this 
assumption under the heading ‘Why Accounting Theory is Important’, there is no 
question about its overweening importance in PAT: tt is the keystone behavioural 
assumption, serving as the sole explanation of the motivation of all the various 
parties that select accounting practices as well as the basis for the research program.§ 


5 Professor William Cooper (personal communication) offers the additional criticism that there are 
better techniques for determining decision processes than those employed by positive researchers. 
I agree. If one wants to know something about the decision process employed by practitioners, 
it would be better to use the methods of behavioural science that are designed to allow researchers 
to discover the features of such processes, including the motivation, rather than assuming -utility 
maximization and then using predetermined methods and predetermined data to seek evidence to 
support that assumption. 

That positive research has often yiclded disappointing results indicates the need to expand the 
methods used and the data examined. That positive researchers have not expanded their methods 
and data may indicate that they are not aware of them, as Cooper suggests, but I suspect it is 
because they are more committed to their predetermined methods and data than to obtaining knowledge 
about practitioners. That is, instead of being knowledge-driven or problem-driven, PAT is methods- 
driven and data-driven research. 


Discussions with Kevin McBeth, especially his perceptive question ‘What does it mean to say that 
x per cent of the variance is explained on the basis of examining certain methods of maximizing 
utility when the rest of the variance must be explained by other methods of maximizing utility?’ 
helped to clarify my ideas on this topic. 


> 
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The way the assumption is employed may be illustrated as follows: 


Why does a firm use lifo? 

Because it maximizes the utility of the practitioner that made the selection, for 
example, the owner or the manager acting as the owner’s agent. 

How does one know that? 

Because everybody maximizes their utility. 

Of what use is it? 

It guides the positive researcher when looking for evidence to support the assump- 
tion, for example, see if lifo maximizes cash flows by minimizing taxes thereby 
maximizing the owner’s utility. 


. If the firm switched from lifo to fifo, the explanation would be the same, namely, 
fifo maximizes the utility of the practitioner who made the selection, for example, 
the manager or the managerial accountant acting as the manager’s agent, because 
everybody maximizes their utility. The basis for research would also be the same. 
It would guide the positive researcher to look for ways in which fifo maximizes 
the practitioner’s utility, for example, see if fifo maximizes reported earnings and 
if the manager’s earnings are tied to reported earnings thereby maximizing the 
manager’s utility. l 

To accept observations of income as supporting evidence one must have reason 
to believe that income (or cash flows, wealth, or a similar financial variable) is 
positively correlated with utility. However, although income changes continue to 
be used as evidence of utility changes, it cannot always be so used, as becomes 
abundantly clear when one discovers that philanthropy is explained as maximizing 
the utility, but mot the income, of the philanthropist. Explaining it as altruism 
must be rejected because everybody maximizes their utility and therefore positive 
researchers must look for the subtle ways in which utility is being maximized in 
situations that appear to be altruistic. 

The assumption with its surrounding reasoning contains a number of errors, 
any one of which is sufficient to disqualify it as the basis for a research program 
and as an explanation of behaviour. 

It cannot be used as an explanation because it explains too much. Since all 
behaviour is explained by utility maximization — the fireman will be said to have 
maximized his utility by his heroic charge into the inferno to save the child and 
by his cowardly refusal to enter the inferno — it in fact explains no behaviour. 
In that respect, it is similar to explanations that invoke fate, destiny, God’s will, 
and the like. Since fate may be invoked to explain why x occurred (when it occurred) 
and also invoked to explain why x did not occur (when it did not occur), it explains 
both x and not-x and therefore explains neither. For the same reasons, utility 
maximization is not an acceptable explanation. Undoubtedly it has some truth 
to it and therefore it would probably be worthwhile to define it more precisely, 
that is, delimit the term so it could be used to explain some behaviour by preventing 
it from explaining all behaviour. 

It cannot be used as the basis for a research program because it is non-nullifiable, 
or in Bayesian terms, the investigators’ priors are too strong to be affected by 


103 





ABACUS 


evidence. When the miser’s maximized utility is confirmed by his increased income 
and the philanthropist’s maximized utility is confirmed by non-pecuniary evidence — 
(but not disconfirmed by decreased income), one begins to suspect that utility 
maximization is being used to test the acceptability of evidence rather than the 
other way around. For reasons of this kind, Popper (1983) selected it to illustrate 
a concept that is not scientific because it is not falsifiable: ‘[That] all human actions 
are egotistic, motivated by self-interest . . . is widely held... {but it] is not falsifiable: 
no example of an altruistic action can refute the view that there was an egotistic 
motive hidden behind it’ (p. xx). W&Z justify PAT by asserting that it qualifies . 
as a scientific theory, presenting Popper’s putative agreement with PAT as support 
for it being scientific, when in fact Popper singles out PAT’s keystone behavioural 
assumption as an exemplary case of a concept that is unscientific because it is 
not falsifiable. It is difficult to imagine a more conspicuously fatal flaw in an appeal 
to authority. 

Although it is tempting to explore what l suspect are strong barriers to 
disconfirming evidence in the way that positive tests are conducted, space precludes 
more than passing mention.’ Suffice it to say that the way that positive researchers 
look for evidence may be an instance of what is called the ‘confirmation bias’ 
in the philosophy of science (stemming from work in psychology on the favourable 
evidence reported for parapsychology), from decisions about type I versus type 
Il errors which introduce a value judgement in statistics as described by Nagel 
(1961, p. 497), and from absence of rules about when propositions or theories are 
disconfirmed as outlined by Hines (1988, p. 661). In addition to space limitations, 
such exploration would lead to an evaluation of positive research, most of which 
would duplicate the criticism cited in footnote 1.8 Since I want to concentrate on 
theory to the neglect of research, and since earlier commentators have effectively 
evaluated the research, | will go directly to the more theoretical question of how 
empirical evidence is interpreted by members of the Chicago School, because PAT 
is a direct application of the tenets of that school. 

The way that evidence is interpreted ts explained in a sympathetic, candid and 
quite illuminating description of the Chicago School by Reder (1982), who informs 
us that: 


Any apparent inconsistency of empirical findings with implications of the theory, or report 
of behavior not implied by the theory ... [requires] one of the following actions: (i) 
. re-examination of the data... (ii) redefinition ... of the variables .. . (iii) alteration 
of the theory . . . (iv) placing the finding on the research agenda as researchable anomaly. 


beet d 


McKee, Bell and Boatsman (1984, pp. 647, 658, emphasis added) replicated and extended W&Z’s 
(1978) tests with a larger sample and found the positive theory to be ‘unimpressive’ because ‘a model 
which predicts that a/f submissions will be unfavorable’ outperforms the positive theory. Nonetheless, 
although W&Z (1986) refer the reader to McKee er al. ‘for a critique of the Watts and Zimmerman 
tests’ (p. 274), there is no further discussion. Antithetical findings are usually subjected to intense 
‘scrutiny in science. ; 


eai 


Another work that came to my attention too late to be incorporated herein is Williams (forthcoming), 
which makes the nice logical point that if the data produced by managers are too unreliable to 
be used to assess the value of the firm they are also likely to be too unreliable to assess managements’ 
motivations: 


104 





POSITIVE ACCOUNTING 


TP [tight prior or Chicago School] implies shunning (itl): i.e., the subject matter of the 
tight prior [Chicago School] ts the adequacy of this approach to theory as an explanation 
of whatever behavior is considered as economic. (p. 13, emphasis added) 


Reder goes on to say that it is not appropriate to characterize this way of interpreting 
evidence as dogmatic. I agree that it need not be dogmatic but I also note that 
the mterpretation often is dogmatic, especially in the hands of those in the flush 
of enthusiasm for a new program. Its dogmatic application is due not only to 
‘shunning alteration of the theory’ but also to the way in which the subject matter 
is defined: ‘whatever behavior is considered as economic’ is a defining characteristic 
of the subject matter as well as the question being tested. To state ‘all birds can 
fly’ as an ornithological principle and then to make ability to fly a defining 
characteristic of birds prohibits falsification of the principle. Observations of 
penguins are not falsifications because their inability to fly makes them non-birds 
and therefore not part of the subject matter of ornithology. In this case the principle 
to be tested is ‘all people maximize their utility’ but the subject matter is limited 
to ‘economic behaviour’ which is another name for utility-maximizing behaviour. 
When taken literally this means that the observation of non-maximizing behaviour 
does not disconfirm the principle because such behaviour is excluded from the 
subject matter being examined. 
Reder (1982) goes on to say that 


TP [Chicago School] adherents — with variation among individuals — focus attention 
upon (1) and (11) and, failing a quick resolution of the anomaly, move to (iv) but pay 
little attention to (1i). By contrast, DP [diverse prior or non-Chicago School] adherents 
consider all possibilities, varying research strategy with circumstances, but showing no 
strong pre-disposition to neglect (iii). (p. 13) 


One can rightly say that this is just a disagreement between two camps, with W&Z 
in the TP camp and me in the DP camp,’ but the reader needs to be aware that 
the camps are fundamentally different: those of us with ‘no strong pre-disposition 
to neglect alteration of the theory’ tend to be more accepting of different kinds 
of research methods and this leads to acceptance of more kinds of evidence to 
bring to bear on the question which leads further to scepticism about the theory. 
And vice versa for those, such as W&Z, in the TP camp. 

This is not a question that can be decided by ‘empirical research’ until it has 
been decided what ought to count as empirical evidence. Reder (1982) is well aware 
that what is ‘the evidence’ depends on that decision and he draws the distinction 
quite clearly: 


TP [Chicago School] adherents tend to give little weight. to self-reports of participants 
in the economic process describing their motives, decision making processes, objectives, 
sources of information, etc.... if the behavior supports TP, and is inconsistent with 


9 Altt.ough I have no objection to my Chicago School friends criticizing me for being in the DP 
camp, they might want to reconsider their criticism that I am the leader of that camp because it 
“makes followers of the likes of Paul Samuelson, Herbert Simon and James Tobin. 
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the self-reports, the self reports will be ignored. DP [non-Chicago School] theorists urge 
the contrary procedure: i.e., use whatever information we can get about decision maker’s 
behavior regardless of its lack of consistency with TP. (p. 21, note) 


That is, some are persuaded that utility maximization ought to stand or fall on 
the basis of a broad definition of evidence obtained from various research strategies. 
From that (DP) perspective the problem with PAT is that it has an unacceptably 
narrow definition of evidence, restricts the research methods employed, and ignores 
evidence that is not in accord with the tight priors of the researchers. 

The greater error, however, is not that W&Z make the decision on the restrictive— 
narrow side but that they do not realize (or at least acknowledge) that such a 
decision must be made. All of those strident claims that ‘a priori’ or ‘normative’ 
work must be replaced by ‘empirical’ or ‘positive’ research are shown to be misguided 
by this example.'? Obviously one cannot empirically decide what ought to count 
as empirical evidence because one does not know what ought to count as empirical 
evidence for that decision.'!! And doing positive research would not help because 
all that would do is show that TP adherents do not count self reports as evidence 
while DP adherents do count self reports as evidence, which is wasted effort because 
we already know that from Reder’s (and others’) description. For W&Z and others 
in ‘the positive tradition’ to dismiss discussions about decisions about what ought 
to count as evidence by labelling them ‘a priori’ or ‘normative’ must mean that 
they have normatively decided a priori what ought to count as evidence without 
realizing that they have done so. 

Perhaps the best way to summarize these considerations of utility maximization 
is to note that from my DP perspective the putative studies of utility maximization 
are in fact studies of the ingenuity of the researcher. Contrary to common belief, 
R2 is an Investigator Ingenuity Index because if the TP conviction that all behaviour 
is utility maximizing is in fact true, then a particularly clever researcher will be 
able to explain 100 per cent of the variance by finding all the ways in which utility 
is being maximized in a given situation. Any data that explains less than 100 per 
cent of the variance reveals a lack of investigator ingenuity, not a lack of explanatory 
power. Thus, the positive studies do not help us judge the motivation of the actors 
but they do allow us to judge the ingenuity of the positive researchers who investigate 
the motivation of actors but they do allow us to judge the ingenuity of the positive 
researchers who investigate the motivation of actors. !? 


10 The conceptual work needed here is what ought to count as evidence so that one can initiate the 
empirical research. It is often said in science that we cannot know what all these new empirical 
results mean until after some armchair theorist has figured it out. The import of that remark is 
that conceptual work is also needed to conclude the empirical research. In fact, empirics and reasoning 
iterate at all stages of inquiry and thus both are needed —- neither can replace the other -~ so 
the claims that imply that they are mutually exclusive are mistaken. 


One of the ancients, perhaps it was Socrates, is reported to have been confronted by students with 
‘Prove to us that we should study logic’. The reply ‘How would you know it is a good proof?’ 
not only silenced the students but revealed a fundamental! problem about using a method to justify 
itself, which problem is similar to the paradoxes arising from self-referential statements. The same 
kind of fundamental problem is encountered today by those who are so enamoured with empiricism 
that they demand empirical evidence for everything, including propositions about empiricism, to 
which I reply (with apologies to Socrates): How would you know it is good evidence? 
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Anthropology and/or Accounting. Accountants’ affinity for the study of 
practitioners — or practices that are generally accepted and implemented by 
practitioners — caused me to address the general question of the subject-matter 
of accounting some twenty years ago. In that rather ancient discussion (Sterling, 
1970) I termed the study of accountants the ‘anthropological approach’ to accounting 
theory construction to draw attention to the fact that the research was focused 
on people’s (accountants’) actions rather than on what they were acting on 
(accounting for), and tried to distinguish the two by analogy to physics: ‘the theory 
of accounting ought to be concerned with accounting phenomena, not practicing 
accountants, in the same way that theories of physics are concerned with physical 
phenomena, not practicing physicists’ (p. 450). Referring to the ‘sociology of 
accounting’, Christenson (1983, p. 6) drew the same distinction by analogy to 
chemistry when criticizing the ‘Rochester School of Accounting’ in general and 
W&Z’s prior work in particular: ‘Chemical theory consists of propositions about 
the behavior of chemical entities (molecules and atoms), not about the behavior 
of chemists’ (p. 6). Since Christenson is listed in the bibliography of Positive we 
can assume that W&Z are aware of the distinction and of the errors that ensue 
when it is neglected. Despite the citation, they do not mention the distinction, 
let alone present a reasoned reply or even an explanation for ignoring it, an omission 
not in the best tradition of science. 

Drawing the distinction between anthropology or sociology and accounting is 
not an attempt to prescribe research on one subject and proscribe research on 
another. On the contrary, my view is that there should be virtually no restrictions 
on research questions for the plain reason that we cannot know the benefits of 
knowledge until we obtain the knowledge, and we cannot obtain the knowledge 
until we have done the research. It was my fear of depriving ourselves of knowledge 
by the escalating propensity to prescribe efficient market research and proscribe 
‘a priori’ (the pejorative term that preceded the pejorative ‘normative’) research 
by predecessors of W&Z ‘in the positive tradition’ that previously prompted me 
(1972) to distinguish ‘research about accounting’ from ‘research in accounting’ (p. 1) 
and argue the routine, albeit crucial, scientific point that both should be at least 
tolerated, preferably encouraged. !3 


'2 This can be illustrated by examining Table 11.3 and the surrounding discussion (W&Z, 1986, pp. 
255-7). It is said that the data in that table provide ‘strong evidence’ for the hypotheses that managers 
maximize their utility but the ‘model’s low [9%] R? is an indication that there is ‘plenty of room 
for improvement in the model’ and it ‘suggests that researchers should derive more powerful hypotheses 
from it’. That is, researchers should seek more ingenious ways to run the test to get their Investigator 
Ingenuity Index above the unacceptably low 9 per cent. There is no suggestion that the evidence 
might cast doubt on utility maximization. 


B Since it is essential to understanding, I am pleased that Kinney (1989, p. 121) drew the same distinction 
(‘theories of accounting’ versus ‘theories about accounting’), but I am dismayed that, to the best 
of my knowledge, he is the only positive researcher who has done so, and disappointed that he 
did not take the next step of explicitly recognizing that theorizing about accounting in no way requires 
one to demolish or disparage theories of accounting, and vice versa, because they are theories about 
different subject matters. Indeed, he seems to imply the opposite — that positive research is the 
only kind of research worth doing. 
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That both make contributions is illustrated by the sociological excursions into 
the sciences and professions. A thriving sub-field of sociology, the sociology of 
science associated with the sociologist Robert Merton (1973), has made significant 
contributions to our understanding of how the scientific enterprise works. It has 
not, however, made any direct contributions to science. It did not, for example, 
tell us anything about the characteristics of NASA rockets but it did tell us something 
about the characteristics of the NASA scientists who determined the characteristics 
of NASA rockets. A nascent sub-field of sociology, the sociology of accounting 
associated with the sociologist Paul Montagna (1974), has made contributions to 
our understanding of how accounting practice works but has not made any direct 
contributions to accounting. Specifically directed to PAT is the explanation of 
accounting research provided by a sociologist of science (Whitley, 1988, pp. 640- 
3) which contributes to our understanding of how accounting research works but 
does not contribute directly to accounting. 

The differences between such sociological studies and PAT are so vast that they 
appear to be from different worlds. Instead of a broad, open sociological study 
that lets the evidence lead where it will, PAT constricts the study to a search for 
evidence that will support a monolithic motivation. As a result, the sociological 
findings describe interesting multi-faceted humans whereas PAT findings describe 
monotonous single-purpose automata. (See Lowe er al., 1983, for an astute analysis 
of ‘Excuses’ in general and further comments about the problems of oversimpli- 
fication in particular.) No sociologist claims that studying sociological subject matter, 
such as scientists or accountants, is scientific and that studying the phenomena 
of the underlying discipline is not. They do not feel it necessary to demolish theories 
of science or accounting to establish their sociological theories of scientists or 
accountants. Instead of contentious comparisons to pseudo-theories based on the 
patently false belief that science dictates subject matter, the sociologists recognize 
that theories about incommensurable subject matters do not provide criteria for 
non-trivial ‘normative’ comparisons. They realize, for example, that a test of how 
ornithologists or accountants maximize their utility says nothing whatsoever about 
the scientific status of a theory of birds or economic goods. 

Thus, the criticism is not that PAT is sociology rather than accounting, the criticism 
is that PAT is neither sociology nor accounting. Instead it is a search for evidence 
to confirm the non-nullifiable assumption that people maximize their utility when 
selecting accounting practices. Worse, it tries to demolish studies of other phenomena, 
thereby depriving us of knowledge of those phenomena, on the basis of the gro- 
tesquely misguided view that science restricts knowledge instead of expanding it. 

An Analogy. Perhaps further insight into the distinction and its consequences 
can be garnered by considering an analogous situation in the measurement of weight. 
Not too long ago merchants could purchase either a spring or a counter-balanced 
scale to measure the weight of the merchandise they sold. Had there been ‘positive 
weighing theory’ its researchers may have noticed an unusual pattern of purchases 
by butchers: the greater the mass of the usual sale the greater the tendency to 
purchase spring scales. Shops that sold beef by the quarter or side had a much 
higher incidence of selecting spring scales than those that sold it by the roast or 
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steak. Slaughterhouses that sold beef by the carcase had an even higher incidence 
and the delicatessens that sold it by the slice had an even lower incidence. 

Although such a finding might contribute to a theory about the behaviour of 
butchers it would not contribute to a theory about weight and its measurement. 
For that reason, it would be an error if this were called a theory of weighing 
when it is in fact a theory of weighers, and if the collection of articles on this 
topic were published in a journal with the title ‘Economics and Weighing’ instead 
of ‘Economics and Weighers’. And the same is true of the theory of accountants 
versus accounting and the journal of ‘Economics and Accountants’ instead of 
‘Economics and Accounting’. The purpose of insisting on that distinction 1s to 
be clear about a crucial point, not to correct a linguistic punctilio. Being clear 
about the subject being studied is of highest priority because a muddle about that 
—- the starting place of the inquiry — is almost certain to result in an even greater 
muddle at all subsequent places in that inquiry. 

Of at least equal concern is the attempt to displace research about accounting 
with research about accountants. In addition to such displacement violating the 
general scientific norm of not hampering the acquisition of knowledge by equating 
one’s research program with the only research program of merit, there is the likelihood 
that successful displacement will cause a failure to find knowledge pertinent to 
the positive research. The butcher analogy makes the problem apparent. Restricting 
research to the positive subject matter would result in restricting the study to butchers’ 
selections of scales, which would result in restricting the finding to the correlation 
of the incidence of selecting spring scales to the bulk of beef sold. By such restriction 
positive researchers would deny themselves an explanation for that correlation. 
Positive theorists would undoubtedly assume that butchers were maximizing their 
utility by this pattern of purchases, but this line of research would not allow them 
to discover how it was being maximized. 

In a previous draft of this paper I explained the reason for that correlation 
at the beginning of the presentation of the analogy. That this ‘contaminated’ several 
prepublication readers was revealed when they questioned why a restriction to a 
positive research program would preclude knowledge of the reason for the 
correlation. I have changed the order of presentation in this draft to give the interested 
reader the opportunity to pause and ponder before reading further. How could 
anyone know the reason for the correlation if the subject matter were restricted 
to the behaviour of butchers? Indeed, other than serendipity, how would anyone 
discover the correlation? 

The reason is that the spring scale had the characteristic that the amount of 
the error increased with the distance from the point of calibration. To simplify, 
suppose that if spring scales were calibrated at the usual zero point {the scale set 
to read ‘precisely’ zero when nothing is on it), then at | pound it would overstate 
the weight by 0.1 per cent, at 10 pounds by | per cent, at 100 pounds by 10 per 
cent, and so forth. The existence of counter-balanced scales (which had different 
flaws) provided the opportunity for a positive study of the selection of scales by 
butchers. However, positive researchers would have precluded attaining knowledge 
about the pattern of errors in the stated weight resulting from using spring scales, 
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and thus the reason for the correlation would remain a perpetual puzzlement. By 
contrast, researchers who worked on measurement of weight could discover the 
described characteristic of spring scales and that knowledge, coupled with even 
the crudest folk psychology, would provide them with an explanation of the 
correlation. Their puzzle would be why positive theorists would deliberately 
perpetuate their ignorance of weight measurement, and why perpetuating ignorance 
would be done in the name of science. 

A further problem can be illustrated by considering the biblical question (Micah 
vi. 10-11): ‘Shall I acquit the man with wicked scales and with a bag of deceitful 
weights?’ The PAT prescription is to describe the actions of that man: instead of 
being normative by acquitting or convicting him, we should positively study him 
and others like him. If we had followed that prescription for research in the years 
subsequent to that ancient question, we would have accumulated tonnes of descriptive 
studies about the behaviour of weighers but we would have not made any progress 
toward eliminating wicked scales and deceitful weights. In short, by limiting itself 
to descriptions, by prohibiting problem solving, the positive research program does 
not contribute to what many of us would (perhaps normatively) think of as the 
ultimate purpose of research: improvement of the human condition. 


Justification. After a very brief discussion in Positive (less than one-half page, almost 
all of which is quoted supra) of “The Nature of Theory’, the study of practices 
(and therefore practitioners in extension) is justified as follows (W&Z, 1986): ‘The 
preceding view of theory, explicitly or implicitly, underlies most empirical studies 
in economics. It is also the view of theory in science (e.g., Poincaré, 1905; Popper, 
1959; Hempel, 1965)’ (p. 2). This is the fundamental justification of PAT. It succinctly 
and explicitly asserts that W&Z’s view of theory — explaining and predicting 
accounting practices — is scientific, being the same as that in empirical economics, 
as well as in accord with the views of Poincaré, Popper and Hempel, who are 
put forth as authorities on science. It also differentiates W&Z’s view from others 
with the implicit but clear claim that other views should be repudiated because 
they do not satisfy the canons of science. 

It is difficult to know what that passage means. A charitable interpretation is 
that theories of science explain and predict phenomena and that PAT is scientific 
because it explains and predicts accounting practices, which are phenomena. That 
broad interpretation of W&Z’s meaning, however, fails to differentiate PAT from 
a number of other theories of accounting, which prohibits them from using that 
interpretation to justify PAT or to discredit the other theories. A theory to explain 
and predict something about wealth and profit, for example, would qualify as 
scientific because economic goods are phenomena, albeit of a different type. Their 
desire to discredit theories about other phenomena, such as economic goods, implies 
that they think that it is the particular phenomena that make PAT scientific and 
the others unscientific. 

I would be tempted to interpret such claims as careless writing that resulted 
in a misstatement of their position were it not for the fact that repeated readings 
of the relevant passages leave me with the conviction that it is an accurate expression 
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of their views. Apparently they intend to convey that PAT is a legitimate, scientific 
theory because it specifies the study of accounting practices. . 

That extraordinary position is stated in several places. For example, they introduce 
the book (W&Z, 1986) by contrasting not-theory with theory evidently on the basis 
that theory is what explains practice: ‘Theory does not present a rule for choosing 
among alternative accounting procedures (e.g., choose the one that better matches 
revenue and expense). Rather, theory provides an explanation for accounting and 
auditing practice’ (p. ix). And then they summarize what they have done throughout 
the book as falling under science’s concept of theory, which entails the objective 
to explain and predict accounting practice: “Throughout this book, we use science’s 
concept of theory (positive theory). Under that concept, the objective of accounting 
theory is to explain and predict accounting practice (broadly defined)’ (p. 338). 
There seems to be only one interpretation of such passages: if one uses science’s 
concept of theory, then one will adopt the objective of explaining and predicting 
accounting practice. The failure of others to adopt that objective is used as the 
basis for the conclusion that other theories are not scientific. 

Interpreted literally, their position means that anthropology, botany, chemistry, 

., and zoology do not use science’s concept of theory because none of them 
explains and predicts accounting practices. Interpreted as probably intended, it 
means that anthropology is not scientific because it does not explain and predict 
anthropological practices, botany is not scientific because it does not explain and 
predict botanical practices, and so forth through zoology where we reach the absurd 
conclusion that all of the sciences are unscientific because none of them explains 
and predicts the practices of the respective disciplines. The fact that none of the 
sciences use what W&Z allege is ‘science’s concept of theory’ should be sufficient 
to cause us to reject the allegation. 

As these counter-examples show, and as is manifest from the very fact that the 
empirical sciences are segregated by the phenomena studied, many kinds of 
phenomena can be studied scientifically (or unscientifically) and therefore one cannot 
use the kind of phenomena studied to distinguish between science and non-science. 
That ‘science is characterized by its method of formulating and testing propositions, 
not by its subject matter’ is made explicit by Blaug (1980, p. 12; the authority 
on economic methodology cited by W&Z) as well as by almost all others who 
write on the topic. Thus, W&Z err when they attempt to justify PAT on the basis 
that it studies accounting practices and when they attempt to demolish other 
accounting theories on the basis that they do not study accounting practices. 


Value- Free 

The second pillar of W&Z’s demarcation is the belief that science is value-free 
or positive and non-science is value-laden or normative. Their choice of ‘positive’ 
as a modifier of ‘accounting theory’ when naming their theory is a clear signal 
of its importance to them as well as an indication that they think that other accounting 
theories are normative and therefore ought to be rejected as pseudo-theories or 
as unscientific musings. 
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Problems with the Distinction. Despite its pivotal role in PAT, one of the more 
conspicuous lacunae in Positive is a discussion of the positive-normative distinction 
or a discussion of the importance of being positive. The failure to demonstrate 
an understanding of even the frequently discussed complexities and pitfalls, let 
alone the subtle problems, of the distinction is itself a serious shortcoming for 
a work that invariably recurs to being positive when claiming certification as scientific. 
Schreuder (1984) provides an intelligent discussion of this vast subject in an 
accounting context. 

One example of that shortcoming ts the terse discussion under the heading ‘Positive 
and Normative Propositions’ that indicates that W&Z think that they can easily 
divide all propositions (and all theories) into those two categories. Adler and Van 
Doren (1972, p. 69), by contrast, conclude their discussion of the signs of the 
distinction by cautioning the reader ‘to learn to mistrust’ those signs. Reliance on 
the imperative versus the indicative mood as a sign is a sufficiently common error 
to warrant specific warnings. Blaug (1980) is one who offers such counsel: 


But how do we tell whether a given utterance is an is-statement or an ought-statement? 
it is clearly not to be decided by whether the sentence containing the statement is or 
is not grammatically formulated in the indicative mood, because there are sentences in 
the indicative mood, like ‘murder is a sin,’ which are thinly disguised ought-statements 
dressed up as is-statements. (p. 129) 


The problem can be illustrated by W&Z’s fundamental sentence: “The objective 
of accounting theory is to explain and predict accounting practice’. Being in the 
indicative mood might lead the unwary to classify it as positive or descriptive, 
but a moment’s reflection will reveal a lethal flaw in that classification: no-one 
other than W&Z and their disciples define accounting theory that way, so if it 
is classified as descriptive it must be ruled a false description. W&Z’s undoubted 
cognizance of its falsity must mean that they did not intend it to be descriptive. 
Is it a thinly disguised ought-statement, like ‘murder is sin’? Since “The objective 
of accounting theory ought to be to explain and predict accounting practice’ 
accurately reflects the fact that they are presenting a proposal, this would make 
it seem so. But the sentence cannot be normative or prescriptive because it would 
require W&Z to repudiate it since they repudiate everything normative. 

This apparent dilemma illustrates that the dichotomy is simplistic —— a reasonable 
interpretation of the sentence requires a third!4 classification — as well as the difficulty 


14 Christenson (1983, p. 14), following Popper, suggested the addition of a third classification of 
‘technological prediction’, but W&Z did not accept that suggestion, thereby restricting themselves 
to the dichotomy. That presents a genuine case of being hoisted by one’s own petard because their 
retention of the dichotomy means that their fundamental sentence must either be rejected as a false 
description or repudiated as an unscientific prescription. Once the fundamental sentence goes, the 
whole theory goes. 

Sometimes the third class is called the ‘can’ so we wind up with is-statements, ought-statements 
and can-statements, or as Schreuder (1984) says, ‘if positive theory means anything, it refers not 
to “what is” but to “what can be”. Normative theory does tell us “what ought to be” but in a 
specific sense’ (p. 214). See Bell (1987) for an expression of a similar view. 
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of making the distinction. Moreover, it illustrates just how irresponsible it is to 
make ‘normative’ a dyslogistic modifier and use it as shot for a blunderbuss trained 
at everything different from PAT. 

Requiring nothing more than stating a proposal as a conditional is another example 
of this shortcoming. Evidently W&Z (1986, p. 7) believe that the conversion of 
the normative—bad ‘you ought to do x’ to the positive-good requires nothing more 
than supplying ‘if you want y’ as an antecedent. This raises two questions, one 
linguistic and the other scientific. 

The linguistic question is whether the omission of such antecedents as ‘if you 
want a good (or better) bridge’ before saying ‘you ought to use steel’ is likely to 
result in confusion. If so, that is sufficient reason to require that they be supplied. 
If not, if it is a case of the common linguistic practice of dropping ‘understood 
clauses’ when they are in fact understood, there is no reason to require them. Thus, 
this is an empirical question about the change in the degree of understanding when 
antecedents are changed from implicit to explicit, and therefore it is an error to 
conclude that authors who do not supply antecedents are being normative—bad. 

A similar linguistic requirement is to change explanations (or arguments) to 
conditionals. Although left tacit by positive theorists, the requirement is revealed 
by the way they arrive at the classification of propositions as normative. The reasons 
in explanations (or arguments) are often ignored while the propositions being 
explained (or conclusions) are characterized as premises or assumptions. To say 
that ‘some theories of accounting posit that current cost ... should be used...’ 
(Kinney 1989, p. 121, emphasis added), for example, overlooks the many reasons 
supplied by current costers. Edwards and Bell (1961), Revsine (1973), and others 
present long explanations in the form ‘You ought to use current cost because it 
will accomplish such and such (desirable) ends’. One is free to agree or disagree 
with the desirability of the ends and whether current costs will accomplish those 
ends (including but not restricted to the empirical evidence for the accomplishment), 
but it is a grievous error to characterize current costs as a premise or assumption 
that was posited. W&Z’s comments about conditionals make it clear that they think 
it is legitimate to employ the conditional ‘If you want to accomplish y, you ought 
to do x’ but they are silent about the linguistically equivalent explanation ‘You 
ought to do x because it will accomplish y’, which silence evidently leads some 
to the error of classifying explanations as normative—bad. 

The scientific question is whether the ought-statement is warranted —- whether 
there is sufficient (scientific) evidence to say ‘you ought to use’ steel for bridges, 
penicillin for pneumonia, current values for financial statements, and so forth. It 
seems that the positive-normative distinction is not worth making if the only thing 
needed to make those statements legitimate is to add the understood antecedent 
‘if you want good (or better)’ bridges, health, information, and so forth. To require 
that such an antecedent be supplied by all those naughtily normative accounting 
theorists would be equally as silly as requiring all physicians to supply the antecedent 
‘if you want to get well’ before they say ‘you ought to take this medicine’ when 
they write a prescription. In my view we ought to redirect our attention from that 
linguistic triviality to the important scientific questions. 
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This is not to say that the distinction is unimportant but rather to say that 
it is too important to receive the cavalier treatment accorded it in PAT. Making 
‘positive’ so central that it is included in the name of the theory, and exerting 
every effort to make ‘normative’ the eighth deadly sin, without demonstrating that 
they have investigated the distinction, and without attempting to educate the rest 
of us by presenting what that investigation revealed, is not in the best tradition 
of scholarship. 


Positive Practice. The concentration on the study of practice or practitioners is 
continued after a repeat of the dubious historical claim!> that ‘after the securities 
acts the accounting literature became normative in the sense that it sought to prescribe 
the contents of accounting reports’, which is contrasted to the PAT position (W&Z, 
1986): 


By itself, theory, as we describe it, yields no prescriptions for accounting practice. It 
is concerned with explaining accounting practice. It is designed to explain and predict 
which firms will and which firms will not use a particular method of valuing assets, 
but it says nothing as to which method a firm should use. (p. 7) 


This passage 1s equally as concerned with reinforcing the subject matter — accounting 
practices — that they think ought to be studied as with proclaiming their positive 
stance, despite the fact that it was placed under the positive/normative heading. 

The invariable coupling of the study of practices with being positive causes me 
to suspect that they are inseparable in the minds of W&Z. That is, it appears 
that they intend to convey that PAT is a legitimate, scientific theory because it 
specifies the positive study of accounting practices. That is the exact opposite of 
the situation found in science. Most studies of practices or practitioners in other 
disciplines are normative in the sense that they attempt to find out whether the 
practices meet standards, which standards are almost invariably theory dependent. 
Examples abound, three of which will be briefly described. 

First, consider the studies of surgical practices, many of which are familiar because 
they have been reported in the press: the researchers who have studied surgical 


15 My severely limited reading of the history of accounting practice and somewhat less limited reading 
of the history of accounting thought leads me to believe that fifteenth-century merchants and subsequent 
owner-manager-practitioners, as well as academics from Pacioli this way, were deliberately normative 
and therefore I am sceptical of the claim that there was a shift from positive to normative literature 
around 1933. Although there were ‘inductivists’ who studied practices, they were normative in that 
their purpose was to winnow the good practices from the bad. To the best of my knowledge, a 
research program that imposes a prohibition on the evaluation of practices is unique in the history 
of accounting thought, indeed in the history of scientific thought, and | invite historians to test 
that conjecture. (See Moonitz, 1970, for some genera! counter-examples.) 

Evidence contrary to that adduced by W&Z (1979) has been presented by Lowe er al. (1983), 
along with the incisive observation that PAT is a provincial theory because nothing like the SEC 
exists in Great Britain; and Peasnell and Williams (1986), along with astute questions about the 
incentives for non-U.S. citizens to ‘supply’ excuses ‘demanded’ in the U.S. by the SEC, mentioning 
Chambers as a prominent example. Despite their professed affection for empirical evidence, Positive 
repeats the dubious claim without citing, let alone discussing, the contrary evidence, an omission 
not in the best tradition of empiricism. 
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practices have usually done so for the purpose of determining whether surgery 
was warranted in the cases in which it was performed, and vice versa. The researchers 
have sometimes found that ‘excessive surgery’ has been performed, which is equivalent 
to my saying that the practice was ‘wrong’ or that the surgeons ‘ought not to have 
performed surgery’ in those instances. When excessive surgery is thought to be 
the result of honest mistakes, the practice has been deplored and the suggested 
remedy has usually been additional or more effective education of surgeons. When 
it is suspected to be motivated by income (utility) enhancement, the practice has 
been condemned and the suggested remedy has been harsh, sometimes extending 
to incarceration. In no instances have the researchers pursued the misguided goal 
of establishing surgical or medical theory by observing surgical practices, nor have 
they laboured under the erroneous idea that science prohibits them from normatively 
assessing surgical practices by comparing them to medical theory that concerns 
itself with the health of the patients instead of the utility of the surgeons. 

Second, W&Z (1986, p. 7) present the example (quoting Passmore) of physics 
not telling us whether we ought to build a bridge or a ferry. I agree. However, 
the reason is not the desire to be positive but rather that such decisions are beyond 
the scope of physicists’ expertise or, equivalently, beyond the scope of the theories 
of physics. By contrast, if we have decided to build a bridge, a physicist would 
likely have no hesitation in telling us we ought to drive the pile to bedrock, ought 
to put the rivets no more than x centimetres apart, ought to use diagonal braces, 
and a myriad of other ought-statements that are within the scope of his expertise. 
The likelihood of his willingness to utter such ought-statements would increase 
dramatically if we were either students of physics or practising physicists (1.e., civil 
engineers). The investigation of the Challenger disaster provides ample evidence 
of the willingness of researchers to apply ought-statements to physics practitioners. 
Physics Nobel laureate Richard Feynman (personal communication), who served 
on the Presidential Commission, repeatedly said words to the effect that there was 
no question about whether theory ought to have been applied, but there were a 
number of questions about whether it was applied or was properly applied. Feynman 
held the universal scientific view that the objective of theories of physics 1s to explain 
and predict physical phenomena (such as O-rings), not the practices of the engineers 
at NASA or Morton-Thiokol (and especially not the utility-maximizing practices 
of the management thereof), and he did not withhold judgment about those practices 
out of some mistaken notion that’ being scientific required him to restrict himself 
to a description of practices. 

Third, the willingness to be normative includes those disciplines that make 
permissiveness an integral part of their theories. Even the strictly non-directive 
psychoanalysts were non-directive only in regard to their patients, not in regard 
to current students (future practitioners) or past students (current practitioners). 
Non-directive psychoanalytic teachers told their students that they ought not fall 
asleep while listening non-directively to their patients, that they ought to avoid 
becoming emotionally or sexually involved with patients, and a host of other 
directives. The studies, some of which have been reported in the press, that revealed 
that a significant percentage of psychotherapists have been sexually involved with 
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their patients have been quite normative, with suggested sanctions running from 
reprimands through revoking licences to practice, a vast distance from a positive 
study of their sexual activities. In no event did anyone suggest the incorporation 
of sex with patients in the theory because of some mistaken notion that theory 
is a description of what utility-maximizing practitioners do instead of being a guide 
to what they ought to do.!6 

As such examples show, one function of a theory of a discipline is to provide 
guidelines to the practitioners of that discipline, and practitioners are sometimes 
studied to see if they are properly following the dictates of the appropriate theory. 
Far from such studies being positive, those who are found to violate the dictates 
of the theory may be subject to sanctions. Others who are found to be ignorant 
of the appropriate theory may be required to remedy their deficiency by further 
or ‘continuing’ education. Thus, claims that theory should be a positive reflection 
of practice instead of a normative guide for practice show a profound 
misunderstanding of the functioning of the scientific enterprise and the use of its 
theories. 


Positive Education. We are told (W&Z, 1986, pp. 340, 350) that there 1s a ‘pedagogic 
demand’ for ‘accounting literature’ which is one of two ‘demands for a theory that 
explains and predicts accounting practice (positive theory)’. They explain the 
educational benefit from positive theory in one sentence: ‘If there is a developed 
positive accounting theory teachers use it to structure the variation found in practice 
and thereby assist learning’ (1986, p. 341). But this is exactly the same justification 
used by previous inductivists who were quite normative.!’? Thus, the codification 
and subsumption of practices under principles for the purpose of assisting learning 
may be done either positively or normatively so the distinction is irrelevant to 
that purpose. Nonetheless, proposals to educate positively persist. Those proposals 
come in two forms: (a) teach PAT to students and (b) teach positively or avoid 
being normative when teaching. 


16 If the reader finds that comparison too far-fetched, consider W&Z’s (1986, p. 185) attitude about 
managerial theft: ‘Stealing by the owner-manager is analogous to the owner-manager’s over- 
consumption of perks [perquisites] (p. 185). If they think that being scientific requires them to positively 
incorporate the crime of theft in PAT, the incorporation of sex with patients in a positive psychoanalytic 
theory seems assured. It is for that reason that I have not made the obvious reductio ad absurdum 
move by asking whether the observation of the utility-maximizing practice of embezzlement by 
accountants is incorporated in PAT. Although that was the first question that occurred to me when 
positive theory was proposed, there is no point in asking because the answer will be affirmative 
and | will consider that absurd but W&Z will not, so I pass it by. I will, however, hasten to cancel 
my life insurance before my utility-maximizing beneficiaries read the next instalment of PAT and 
learn that ‘murder by beneficiaries is analogous to beneficiaries’ early-consumption of insurance 
proceeds’. 


'7 Littleton (1953, p. 185) supplemented observations of practice with ‘explanations and [normative] 
justifications’ of that practice ‘in order that study should be something more than the memorizing 
of rules’ and thus taught students how accounting ought to be done. Ijiri (1975) makes the point 
of inductive research the identification of what changes are (normatively) needed in practice, writing 
that ‘the purpose of such an [inductive] exercise is to highlight where changes are most needed 
and where they are feasible’ (p. 28). 
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Teaching PAT. One purpose of Positive is said to be ‘to train students’ (W&Z, 
1986, p. 352) by using it as a textbook and therefore we know that PAT is intended 
to be taught, but W&Z do not provide us with reasons for teaching it. The reason 
given by Kinney (1989) is that it is a subject ‘that doesn’t go out of date for an 
entire professional career!’ (p. 122). That is, the belief that utility maximization 
remains constant over time is thought to justify teaching PAT, as confirmed and 
explained further by Duncan (1987) in his syllabus: 


By understanding [of accounting] we do not mean a knowledge of accounting methods 
(i.e., how to account for particular transactions). Such knowledge is subject to rapid 
obsolescence as accounting standards change. Instead, we [want] ... the student to 
understand why different firms chose different accounting procedures. (p. 15) 


Of course it would not take the student long to understand why the firms choose 
since utility maximiazation is always the answer according to the assumption of 
W&Z, but it would take the student a long time to learn the contents of Positive 
because It contains an onerous amount of detail about the tests designed to 
demonstrate how utility is being maximized. 

It is instructive to compare the felt need for additional or continuing education 
for practitioners of other disciplines, such as surgeons, to the proposal for positive 
education of accountants. Perhaps the best way to make the comparison is to 
substitute surgical terms in the previous quotation: 


By understanding [of surgery] we do not mean a knowledge of surgical methods (.e., 
how to perform particular operations). Such knowledge is subject to rapid obsolescence 
as surgical techniques change. Instead, we [want]... the student to understand why 
different surgeons chose different surgical procedures. 


And then one could teach the students to expect, for example, more than medically 
indicated Caesarian sections, and fewer than medically indicated vaginal deliveries, 
because the price of the former is higher than the latter, hence utility maximizing 
for surgeons. Since surgeons have allegedly practised this form of utility maximization 
from the time of Caesar, as the name implies, we can reasonably expect it not 
to go out of date for the present students’ entire professional careers. Therefore, 
so the argument goes, we should teach the abiding principle of utility maximization 
instead of the transient surgical techniques. !® 


18 This footnote is being added at publication stage because of recently received, rather heated, rejections 
of the point on the grounds that surgery is a physical science whereas accounting is a social or 
behavioural science. To accommodate those critics the point is recast in regard to psychology as 
follows: 

By understanding [of psychology] we do not mean a knowledge of psychological methods {i.e., 
how to treat particular neuroses or psychoses). Such knowledge is subject to rapid obsolescence 
as psychological techniques change. Instead, we [want]. . . the student to understand why different 
psychologists chose different psychological procedures. 
And then one could teach the students to expect, for example, to observe more long-term psychoanalytic 
techniques than short-term behavioural modification techniques because the fees received for the 
proverbial ‘ten years on the couch’ are much more than for a few sessions of directive therapy, 
hence utility maximizing for the psychologist. 
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In fact the exact opposite occurs. In surgery, as in science in general, there is 
a chain of interrelated activities: (a) researchers search for and sometimes discover 
improved techniques, (b) teachers teach those improved techniques, and (c) 
practitioners implement those improved techniques. The goal common to all three 
activities is to make present techniques obsolete by discovering, teaching and 
implementing improved techniques. A curriculum that does not teach improved 
techniques would cut the chain and freeze surgical techniques at the state they 
were in at the time such a positive curriculum was inaugurated. Indeed, if the 
curriculum were restricted to such positive topics, surgery would be destroyed because 
no one would be taught how to perform any surgical techniques, even obsolete 
ones. Surgical students would be taught about an extinct profession whose members 
maximized their utility by performing surgical techniques that are no longer 
performed because they are no longer taught. 

The description of the chain from research to teaching to practice and the loss 
occasioned by missing links has been confronted with the assertion by W&Z (1979, 
p. 285) that accounting theorists ‘bemoan the fact’ that they are not ‘allow[fed] 
to determine accounting standards’ and echoed by Kinney (1989, p. 121) that theorists 
are ‘bemoaning the fact’ that they ‘have had little visible impact’ on practice. The 
wording and tone, especially Kinney’s likening such bemoaning to the trauma he 
suffered when teenage girls refused his invitations to dance, seems to belittle the 
description of the consequences of missing links in the chain. Evidently the authors 
think that normative theorists are making indecorous complaints about their personal 
loss from lack of appreciation of their work by it not being taught and practised. 

It seems clear to me that Dyckman (1989), the direct object of Kinney’s criticism, 
was talking about the loss to accounting and to society from breaking the chain 
from research to teaching to practice, not a personal loss to him or any other 
individual. I know that Sterling (1973), cited disapprovingly in this connection by 
both W&Z (1979) and Kinney, was talking about the societal loss from the failure 
of accounting to provide better information, not a personal loss. Just as a flower 
that ‘is born to blush unseen, and waste its sweetness on the desert air’ (Gray’s 
‘Elegy’) is much more a loss to us from being deprived of the beauty and fragrance 
than it is a loss to the flower, a neglected scientific discovery that wastes its benefits 
on the library shelf is much more a loss to us than to the discoverer who goes 
unappreciated. 


By contrast, a handy textbook on psychotherapy (normatively) advises the student to 

.,. Seek to learn as much as possible about technique ... and psychological theory ... [so that] 

you will best be able to understand and answer for yourself the question of which method is 

likely to be most successful. Then, if the method you select isn’t working, you will be free to 

change your theory and techniques to adapt to the special needs of the unique client before you. 

(Ivey, 1980, p. 165) 
The attitude of the Ivey text is that the practitioner ought to learn the techniques and then select 
those that have the most beneficial effect on the welfare (health) of patients, not on the welfare 
(income) of therapists. The research discussed in that book focuses exclusively on explaining and 
predicting the effect of the techniques on the behaviour of patients, not on the behaviour of therapists. 
Thus, the physical versus social or behavioural distinction does not alter the point that PAT is radically 
different from other sciences in regard to both subject matter and the prohibition to assess practices. 
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W&Z and Kinney fail to see the point of the loss to the discipline and to society 
from cutting the chain. Or perhaps they deny the point because of their suspicions 
that societal justifications are rationalizations for seeking self-interest. They probably 
apply their all-embracing utility-maximization assumption: the researcher’s utility 
is maximized by her research being appreciated by being taught and therefore is 
disappointed when it is not taught. Given that assumption we can determine that 
descriptions of societal losses are in reality the bemoaning of a personal loss. Thus, 
these descriptions are excuses and we know that (W&Z, 1986), ‘it is optimal for 
individuals to claim . . . [that chains are] required for public interest reasons when 
in fact they are demanded for self-interest reasons’ (p. 350). Observe that the utility 
maximization assumption stated on p. 3 has been transformed to what is in fact 
the case on p. 350. 

This provides an idea for a paper in the education journals: the real reason 
for proposals of curriculum reform is to maximize the utility of the teacher who 
makes the proposal and all of the stated public interest reasons are just excuses. 
But this invites a reply of the tu quoque type. Somebody could say that the real 
reason I wrote the education paper was to maximize my utility and my stated 
reasons were just excuses. And the same reply is applicable to positive theorists. 
The real reason they propose to teach PAT is self-aggrandizement and all their 
stated reasons are just excuses. As the reader can easily see, this does not lead 
anywhere: after determining that the real reason for a// actions is that it maximizes 
the utility of the actor, we must decide the original question. In this case the original 
question was whether to teach PAT or not, and my answer is that we should not 
for the same reasons that surgeons do not teach positive surgical theory. 

Teaching Positively. W&Z add the complaint that ‘financial accounting texts also 
tend to adopt normative (1.e., prescriptive) positions’ (1986, p. 7), thereby including 
textbooks within the ambit of the normative criticism with the clear implication 
that only positive (i.e., descriptive) textbooks are acceptable. Unfortunately, they 
do not tell us what that means and there are two likely meanings. 

First, it could mean that textbooks (and teachers) ought not to be normative 
in regard to students. That is, they should not prescribe what students learn and 
should not assess how well the students have learned it. But this violates the very 
nature of education as we presently understand it. All education is normative in 
the sense that it is concerned with how something ought to be done or understood. 
The very first textbook, in conjunction with the teacher, tells students how ‘See 
Jane run’ ought to be read, and that the answer to ‘What is two plus two?’ ought 
to be ‘Four’, not ‘What number do you have in mind?’ as given in the embarrassingly 
accurate Satire of accountants. Even the assignment of grades is normative in that 
it is an assessment of how well the student has learned how such things ought 
to be done or understood. 

For such reasons | find W&Z’s criticism of textbooks because they are normative 
to be perplexing. Perhaps they share former Governor of Arizona Mecham’s 
(apparently positive) view that ‘teachers have no business telling a student the Earth 
is round if the student believes it’s flat?’ (Goudinoff and Tobias, 1987, p. A-17), 
which view destroys the raison d'être of education. If at the end of the day students 
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can believe what they want, if teachers and textbooks have no superior knowledge 
to impart, what is the purpose of education? 

Second, it could mean that textbooks (and teachers) ought to describe practices 
instead of describing means for assessing practices. But this is an argument about 
the content of the curriculum: it is the opposition of two normative views about 
what ought to be taught, not the opposition of the positive-good and the normative- 
bad. The argument about the content reverts to the previous discussion of teaching 
PAT but it also leads to a number of logical traps, two of which will be sketched 
here. 

One, requiring the students to learn the described present practices, and prohibiting 
teachers and texts from presenting means to normatively assess such practices, will 
almost ineluctably lead the students to implement those practices when they graduate. 
This has the same effect as normatively approving of the described practices and 
disapproving of alternatives. Similar to the fact that not making a decision is a 
decision, not assessing practices is an assessment of practices. Both not making 
a decision and not assessing practices have the effect of continuing the status quo 
ante. W&Z need to recognize this effect and explain why they prefer present practices, 
as well as why they want normatively to prohibit others from expressing preferences 
for alternative practices. 

Two, requiring textbook authors and teachers to write and teach positively is 
an instance of being normative, a violation of the positive position. Critically assessing 
textbooks for being normative is being normative, a commission of the putative 
error that W&Z are accusing others of committing. It is apparent that W&Z are 
not cognizant of the problem because of their normative prescription for textbook 
authors to positively describe practices and practitioners. Thus, W&Z violate their 
own positive principles. 


Is PAT Positive? As just shown, W&Z are normative about being positive when 
teaching. They prescribe that textbook authors and teachers describe practices. They 
are also normative about being positive when researching and theorizing. They 
prescribe that theorists and researchers describe practices. Thus, the positive pillar 
of their foundation is applied selectively, but they never explain why they think 
they can normatively say that the rest of us ought to be positive. A parallel is 
grandparents who are convinced that permissive child rearing is good (and directive 
is bad) but who direct their children to raise the grandchildren permissively, thereby 
contradicting their own convictions. The fact that their children are directive to 
the grandchildren does not provide sufficient reason for the grandparents to violate 
their own self-imposed permissiveness by directing the children to be permissive. 
And the same is true of positive theorists. Why do they feel the need to become 
normative about being positive? Why do not they just describe the actions of all 
of us normative theorists, researchers and teachers? 

It sometimes seems that W&Z are saying ‘nobody ought to say ought’, which 
edict is violated by uttering the edict, but at other times they seem to be saying 
‘nobody but us ought to say ought’, thereby proclaiming themselves the sole arbiters 
of all that ought to be. In tone and design, as well as in the use of the imperative 
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mood (starting with what ‘an accounting theory should explain’ and ending with 
‘what ‘accounting researchers should continue to develop’; W&Z, 1986, pp. 2, 358), 
but especially in their condemnation of everything non-PAT, Positive goes beyond 
the mere normative to the imperiously dictatorial. 

It was a previous member of the Chicago School of economics (Simons, 1938), 
who warned of those who ‘maintain a pretense of rigorous, objective analysis 
untinctured by mere ethical considerations’ (p. 1) but in fact do the opposite: 


Having been told that sentiments are contraband in the realm of science, they religiously 
eschew a few proscribed phrases, clutter up title-pages and introductory chapters with 
pious references to the science of public finance, and then write monumental discourses 
upon their own prejudices and preconceptions. (p. 2) 


If I had not known that Simons’ comments were written many years ago, I would 
have suspected that they were specifically directed at Positive. 


APPEALS TO AUTHORITIES 


W&Z allege that authorities in economics and science agree with and therefore 
provide support for their views. Appeals to authority are legitimate (technically 
known as argumentum ad verecundiam) provided that the appellate is in fact an 
authority on the subject of the appeal and that the appellant accurately represents 
the appellate’s views. 


Economics 

Positive begins (W&Z, 1986) with the assertion that ‘the preceding view of theory, 
explicitly or implicitly, underlies most empirical studies in economics’ (p. 2) and 
it ends with the assertion that ‘the development of a positive accounting theory 
will place accounting in the mainstream of economics and finance research’ (p. 358), 
with many similar comments in between: The use of most and mainstream in those 
assertions indicates that one could pick up almost any work in economics and 
find theories and research programs similar, if not identical, to PAT. 

It is fortunate that economists also conduct research on and practise accounting 
— national income accounting — so we have an almost identical activity as a 
basis for comparison. In addition, the development of the national income accounts 
is generally regarded as one of the most important and far reaching empirical 
developments in the history of economics. For both reasons, if W&Z are right 
about the view of theory of most mainstream economists, then we should expect 
to find the application of ‘positive economic theory’ to national income accounting 
with the resulting parallels of: 

I. redefining national income accounting theory as the explanation and prediction 
of national income accounting practices and calling it ‘positive national income 
accounting theory’; 

2. studies attempting to demonstrate that national income accountants and others 
act in their self-interest when selecting national income accounting methods; 


121 


ABACUS 


3. charges that Kuznets, Stone, Meade, Ruggles and others were being unscientific- 
normative when they wrote papers arguing which was the better way to account 
for national income; and 

4. allegations that Kuznets, Stone et al. were merely responding to some market 
demand, such as the demand for excuses, in contrast to their claim to be 
researching and theorizing about national income accounting. 

The fact is that despite the congruence of national income accounting and business 
accounting, no such parallels are to be found in economics. The absence of such 
parallels should be sufficient to disprove the assertions that the positive view of 
theory underlies most empirical studies in economics and that positive accounting 
theory would be in the mainstream of economics. 

In addition, I gathered some empirical evidence pertinent to those assertions: 
a brief outline of an earlier version of PAT, plus the above four points, was presented 
to the members of the Board of Directors of the National Bureau of Economic 
Research, a mainstream economics organization. (It had to be presented at coffee 
breaks because my fellow board members deemed the question too frivolous to 
be put on the agenda of the formal meeting.) The points were rejected out of 
hand by all (N = 11) of those mainstream economists. 

That W&Z inaccurately represent!’ the views of mainstream economics Is of less 
concern to me than the difference between economists’ and accountants’ reactions 
to such presentations: all economists that I queried looked at the points being 
made and judged them absurd whereas most accountants have looked for the source 
of the points and judged them acceptable because the source is acceptable. That 
is, accountants have responded to queries about the points by mentioning that 
the authors are well-known; that the points have been published in refereed journals; 
that previous papers on similar points have won prizes; and, especially pertinent 
in this context, that they are applying generally accepted economic principles. It 
seems to me that this goes beyond a particular instance of the genetic fallacy to 
a general tendency of accountants to look to authority, such as searching for 
‘substantial authoritative support’ for accounting techniques instead of examining 
the techniques in question, or to accept figures on financial statements on the basis 
of management’s representation rather than on the basis of evidence about those 
figures. Scientists, by contrast, look for evidence, not the source. That Linus Pauling 
has won the Nobel Prize, for example, does not cause scientists to accept his views 
about vitamin C curing the common cold. When they found no evidence for that 
cure, they rejected those particular views without withdrawing their acceptance of 
his other views or their esteem for him as a person. I urge that we accountants 
do the same in general as well as in this particular: that we separate PAT from 
W&Z because I am convinced that PAT is fatally flawed although, insofar as I 
know, W&Z are totally free from flaws. 


I9 It is undoubtedly an error rather than a deliberate misrepresentation, probably stemming from the 

. fact that W&Z identify so closely with the Chicago School that they are not aware that it is not 
the mainstream of economics, that a majority of economists hold opposing views. Incidentally, PAT 
may not be mainstream Chicago School economics because the divergence of views between Friedman 
and Stigler has created two branches of that school, and positive theory is compatible with only 
one of those branches. 
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This is not to suggest that we not rely on any authority, for that is impossible. 
Our inability to investigate everything requires us to rely on authorities in other 
disciplines but not in our own. We are the authorities in accounting, and that 
authority is based on the expertise obtained from careful investigation of the subject 
matter, not on the authority of other accountants. In this instance we may need 
to rely on the authority of economists since that is outside our scope of expertise. 

The problem with economics vis a vis PAT is two-layered. Accountants (a) tend 
to accept PAT on the basis of the authority of W&Z and (b) they tend to accept 
W&Z as authorities on the basis of the authority of economists. That is, it is believed 
that economists endorse W&Z’s views, W&Z endorse PAT, which produces the 
belief that economists endorse PAT. Not only is the assumed transitivity tenuous 
(that Al loves Betty and Betty loves Chuck does not imply that Al loves Chuck), 
it also contains a factual error: the vast majority of economists do not endorse 
W&Z’s views. 

A comparison of the views of Blaug (1980) — the only work on economic 
methodology (other than Friedman’s essay) cited in Positive — to the views expressed 
in Positive will reveal that they are antithetical at the very basic point of Pareto 
optimality. Reder (1982, p. 11), a retired Chicago economist, says that the “essence 
[of] the Chicago view’ is the same as ‘a definition of Pareto optimality’ and Pareto 
optimality is another name for economic efficiency,2° which is where W&Z (1986, 
p. 8) start by claiming: ‘Choosing an objective, other than economic efficiency, 
amounts to choosing among individuals and, therefore, necessarily entails a value 
judgment’ (p. 8). Blaug (1980) expresses an antithetical view: 


Pareto optimality, so patently shot through with value judgments ... should not be 
confused with the theorems of positive economics. If this implies that economists must 
give up the notion that there are purely technical, value-free efficiency arguments for 
certain economic changes, and indeed that the very terms ‘efficient’ and ‘inefficient’ are 
terms of normative and not positive economics, so much the better: immense confusion 
has been sown by the pretense that we can pronounce ‘scientifically’ on matters of ‘efficiency’ 
without committing ourselves to any value judgments. (pp. 146-8) 


Such antithetical views require that if we accountants are to rely on the authority 
of economists, we must look directly to economists rather than to the positive 
theorists who erroneously claim that they have the support of economists. 


Science 
W&Z frequently claim that support for PAT can be found in science as, for example, 
when they write: ‘It is also the view of theory in science (e.g., Poincaré, 1905; 


20 Koopmans (1957) states the case as a choice between equity and efficiency: 
A competitive equilibrium, even if it is also a Pareto optimum, may involved a more unequal 
distribution of income than is regarded as desirable from a social point of view. The concept 
of a Pareto optimum is insensitive to this consideration, and in that respect the term ‘optimum’ 
a misnomer. A term like ‘allocative efficiency’ would have been more accurately descriptive of 
the concept. (p. 49) 


Positive theorists, by contrast, make the value judgment that a Pareto optimum is a desirable state, 
and criticize those who question the desirability of that state for being normative because such 
questioning requires a value judgment. 
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Popper, 1959; Hempel, 1965)’ (1986, p. 3). In addition to seeking support for PAT 
from authorities on science they seek support for demolishing other theories from 
the same authorities. Such attempted demolition extends beyond accounting pseudo- 
theories to logical positivism. 

The concept of theory used in logical positivsm is distinguished from the concept 
of theory ‘used in science’ which W&Z claim is the same concept they espouse: 


the concept of theory used in science (the concept we-describe) has traditionally been 
called positive theory ... This terminology ... often leads to the concept of positive 
. theory (the concept used in science) being confused with another, different view of the 
philosophy of science, logical positivism. (1986, p. 8) 


The footnote that follows continues by distinguishing the concept of facts found 
in logical positivism from that found ‘in positive or scientific theory’ with the ‘or’ 
serving to equate their brand of positive theory with scientific theory and to 
differentiate it from, thereby discrediting, logical positivism. 

Thus, they claim that logical positivism differs from science whereas PAT is the 
same as science. The investigation of such claims, however, is forestalled by the 
fact that a// the scientific authorities cited by W&Z are logical positivists or are 
closely related thereto. The four authorities on science W&Z cite are Hempel, 
Passmore, Poincaré, and Popper. Poincaré is credited with (or blamed for) being 
an ancestor of logical positivism. Hempel is an avowed logical positivist, having 
been heavily influenced by Schlick and Carnap, and being well-known for his 
contributions to logical positivist theories such as the verifiability theory of meaning 
and the covering law theory of explanation (which is also known as the Popper- 
Hempel theory of explanation). Similarly, although Popper does not classify himself 
as a logical positivist, he was influenced by them (and had considerable influence 
on Carnap), and his Logic of Scientific Discovery was published (in German) by 
the Vienna Circle, the birthplace and long-time home of logical positivism. The 
article by Passmore (1953) from which W&Z extracted a quotation is a defence 
` of logical positivism.?! | 

This puts logical positivists in the odd position of being the authorities on science 
cited to prove that the views of logical positivism are unscientific! W&Z claim 
support for PAT being scientific from logical positivists and then claim that logical 
positivism is unscientific, thereby destroying the support claimed. Thus, W&Z 
contradict themselves when they seek support from these authorities.?2 


21 The only works listed in the References section of Positive that are not in accounting.or economics 


are by the four authors mentioned in the text, plus Kockelmans. The piece by Kockelmans (1968) 
is a description of the views of Ernst Mach contained in an introduction to an article by Mach, 
and Mach was the inspiration of the logical positivism movement. Thus, afl of the non-accounting, 
‘non-economics authorities that are submitted as support for the claim that PAT is scientific are 
either logical positivists or have a close relation to logical positivism, yet PAT discredits logical 
positivism, thereby impeaching its own witnesses. 


22 My view is that W&Z are correct when they disassociate their position from logical positivism, 
and that those, for example Christenson (1983), who classify them as logical positivists are in error. 
Although Chicago School positivism (developed, but not originated, by Milton Friedman and adopted, 
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Worse, the cited authorities take positions that are in direct opposition to the 
positions espoused by W&Z. A major section of Hempel (1965, the work cited 
by W&Z), for example, is devoted to the verifiability theory of meaning which 
if applied to such notions as lifo and fifo would result in them being discarded 
as meaningless rather than their selection being studied. Even clearer is the discussion 
of ‘hage’ (Hempel 1967, p. 46), which was expressly invented to demonstrate that 
such notions do not qualify as scientific concepts. Similarly, as mentioned above, 
Popper (1983, p. xx) uses the seeking-self-interest or utility-maximization concept 
as an example of a proposition that is not falsifiable and therefore not scientific. 
Indeed, it seems to me that the whole tenor of Popper’s belief that the appraisal 
of a theory is coterminous with the appraisal of its critical discussion, as well as 
his insistence upon the requirement of severe attempts to falsify theories, 1s at variance 
with W&Z’s failure to respond to criticism of PAT, as well as their focus on verification 
instead of falsification. 

The same is true of Passmore’s views about social science. If one reads the entire 
article (or even the entire paragraph) from which W&Z take the quotation, one 
would realize that the application of its views would discredit PAT instead of 
providing support for it. Passmore is explicitly opposed to the avoidance of issues 
of central importance which leads to triviality in social science, the wrong belief 
that science is the collection of information, mistaking cowardice for positivism 
, social advocacy disguised as science, simple-minded views about morality, and 
the like, all of which are contrary to PAT. The sentence immediately preceding 
the passage quoted by W&Z is instructive: ‘A positive social science must be value- 
free in the sense that it is not social advocacy in disguise, but not in the sense 
that it has nothing to say about values’ (Passmore, 1953, p. 676). W&Z, in contrast, 
evidently believe that being scientific precludes one from saying anything about 
values, as 1s evidenced when they ‘positively’ describe managerial theft (W&Z, 1986, 
p. 285). 

I have not studied Poincaré so I cannot comment about the compatibility of 
his views with those of W&Z, but I can say that the views of Hempel, Passmore 
and Popper are frequently antipodal to those of W&Z. Therefore, we must reject 
W&Z’s contention that those authorities provide support for PAT. 

Since support might be found elsewhere | launched a ‘positive study’ designed 
to determine the degree of support for the basic ideas of PAT from scientific 
disciplines. Specifically, I asked a PhD candidate (who, not incidentally, is enamoured 
of PAT and also enamoured of needless empiricism) to gather empirical evidence 
by surveying the chairmen of all science departments at the University of Utah 
to see how many of them would accept a positive redefinition of their discipline. 
For example, would 


® historians be willing to redefine ‘history’ so that its objective would be the 
explanation and prediction of historians’ practices (selection of historiographic 


often simplistically, by almost all graduate students who study related disciplines at the University 
of Chicago) and logical positivism may have the same ancestry, they have grown so far apart that 
it is now an error to say that they are identical or even similar. 
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techniques by practising historians) instead of an explanation of the events 
of the past? 

® anthropologists be willing to begin studying the practices of anthropologists 

studying Samoans and abandon the study of Samoans, and, if so, what would 
anthropologists study when there were no more anthropologists studying 
Samoans to study?23 

® mathematicians be willing to call articles about the utility-maximizing behaviour 

of mathematicians ‘mathematics’ and publish them in mathematics journals? 

® clinical psychologists agree to begin trying to explain and predict the utility- 

maximizing behaviour of clinical psychologists instead of explaining and 
predicting behaviour of patients? 
And so forth. 

I assured the student that he would have publishable results if he could find 
just one department chairman who would accept a positive redefinition of his or 
her discipline, and I promised to reward him personally for such a finding by 
refraining from asking further Socratic questions about PAT. Despite the assured 
publication, the proffered reward, and a two-year time lapse, the student has not 
yet reported his findings. Although it would not be proper for me to infer anything 
from zero data, | must confess the suspicion that the absence of a report is due 
to failure to find even one instance of support for PAT. Until something beyond 
W&Z’s ipse dixit is forthcoming, | will remain massively sceptical that such support 
exists. 

If we look for support of various views about PAT, I recommend John Dewey, 
who is generally regarded to be the foremost philosopher ever produced in the 
American hemisphere, and a former professor at Chicago, who wrote: 


Anthropology, the study of the origin of myth, legend and cult ... all tell us how men 
have thought and what have been the purposes and consequences of different kinds of 
thinking. . . The parrot-like repetition of the distinction between an empirical description 
of what is and a normative account of what should be merely neglects the most striking 
fact about thinking as it empirically is — namely, its flagrant exhibition of cases of 
failure and success — that is, of good thinking and bad thinking. (1920, pp. 135-6) 


Although written many- years ago, it explicitly and critically addresses both the 
study of people — their myths and legends — and the parroting of the positive/ 
normative distinction, the two pillars of PAT. 


23 Such questions would be much easier to state and read (albeit less fun) if we had a name for the 
study of anthropologists. | suggest anthropologists-ology so that we could refer to those who study 
Samoans as anthropologists and those who study anthropologists as anthropologists-ologists. This 
avoids the apparent paradox of the positive redefinition of anthropology doing away with a subject 
matter to study by making it clear that the subject matter of anthropology is quite distinct from 
that of anthropologists-ology. The achievement of such clarity is the reason that I have suggested, 
not entirely facetiously, that we rename accounting ‘plutology* (from Plutus, god of wealth, hence 
the study of wealth and wealth changes) so that those who want to study accountants could be 
called plutologists-ologists, the structure and repetitiveness of which might help them understand 
what they are studying, and that their study of plutologists does not require prohibition of studying 
wealth or other aspects of the firm. 
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In addition to their foundations, the assessment of the past, actual, and the future, 
potential, accomplishments of theories is helpful. They will be discussed in turn. 


Actual 

What have been the accomplishments of PAT? The final chapter (W&Z, 1986, pp. 352, 
354, emphasis supplied) ‘... begins by summarizing the evolution of the theory 
and its major empirical findings’ (p. 352, emphasis added). Those summarized 
findings are: 


(1) managers of firms with earnings-based compensation plans are more likely to choose 
procedures that increase current earnings (bonus hypothesis); (2) the larger a firm’s debt/ 
equity ratio the more likely the firm’s manager is to select procedures that increase current 
earnings (debt/equity hypothesis); and (3) the larger the firm the more likely the manager 
selects procedures that decrease current earnings (size hypothesis). (p. 354) 


That is, one can expect to observe managers manipulating accounting numerals 
when it is to their advantage to do so.” For example, according to the first (bonus) 
hypothesis, if a manager’s compensation is based on an accounting numeral, he 
is more likely to manipulate that numeral than if he is not paid on that basis. 
And if compensation is a percentage of the accounting numeral, we can expect 
managers to manipulate the numeral to make it larger, not smaller. 

W&Z then turn to an evaluation of the theory and discuss it under two headings: 
explanation and prediction. In regard to explanation they write: 


We think the theory is strong in this dimension in both accounting and auditing. To 
most, accounting is a confusing mixture of methods. We think the theory has the potential 
to give order to the confusion. The lower of cost or market rule becomes more 
understandable when cast in light of the manager’s debt contract and compensation plan 


24 ] believe that managers tend to manipulate accounting numerals when they perceive it to be to 
their advantage, but my belief is based on personal observations and reports of personal observations 
of others (‘anecdotal evidence’), not on the positive tests of the three hypotheses. I think those tests 
are so flawed that if they were the only evidence, | doubt I would be persuaded that managers 
manipulate. First, the bonus hypothesis is concerned only with the existence of compensation plans 
~~ using a zero-one variable —- which leaves out the characteristics of those plans. My limited experience 
on compensation committees causes me to believe that such plans vary so widely that the mere 
existence of a plan does not reveal enough to be the basis for a test. Second, my experience with 
giant corporations leads me to believe that they are not concerned about debt covenants for the 
simple reason that they are not governed by covenants. On the contrary, when observing several 
meetings of managers and lenders it became clear to me that the managers dictated the terms to 
the lenders rather than the other way around. I do not know the extent of this, but it does cause 
me to wonder about tests in which selection of accounting methods is interpreted as the result of 
managerial incentives to manipulate the debt/equity ratio because debt covenants specify some 
boundaries on that ratio, when the sample includes giant corporations that do not have such covenants. 
Third, the size hypothesis reminds me of the days when we had to go to the Agronomy Department 
to find courses in what was then advanced (now elementary) statistics, and my agronomy professor 
regularly brought the class back down to earth by calling attention to the fact that the size of the 
farms explained more than anything else that we had been discussing. Having learned that lesson, 
there are not many correlations with size that would surprise me. 
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incentives to increase current earnings. ... Choices between depreciation methods no 
longer appear arbitrary. (1986, p. 355) 


Thus, confusion about accounting methods is dispelled by explaining that managers 
manipulate accounting numerals when they think it is to their advantage. For 
example, a manager’s choice of one accounting numeral (depreciation) is easily 
understandable (not arbitrary) if it affects another accounting numeral (earnings) 
and her compensation is based on that (earnings) numeral. 

The theory also: 


provides some predictions that should be useful to accounting users . . . but its potential 
in providing useful predictions is much greater... Using the theory, investors or analysts 
do not interpret balance sheet and earnings numbers as unbiased estimates of firm value 
and changes in firm value. Instead, they recognize the effect of the contracting and political 
process on the calculation of earnings and balance sheet numbers. For example, the 
manager’s incentive to choose earnings increasing/ decreasing accounting methods depend 
on the existing compensation and debt contracts. (W&Z, 1986, p. 356) 


Thus, if accounting users recognize that managers are apt to manipulate the 
accounting numerals when it is to their advantage, they will not take the numerals 
to be unbiased estimates of value. If users could determine what the existing 
compensation and debt contracts are, they could predict which way, or maybe ™ 
even by how much, managers will manipulate the accounting numerals. That is, 
‘an investor or analyst could adjust the earnings number for expected management 
manipulations. . .’ (1986, p. 356). i 

In short, W&Z start with the assumption that all people act to maximize their 
utility when selecting accounting methods and after 350 pages they conclude with 
the major empirical finding that managers act to maximize their utility when selecting 
accounting methods. 

That conclusion is underwhelming, being neither unexpected nor beneficial. It 
is not unexpected because we have a huge backlog of experience with some owners’ 
and managers’ tendency to seek their self-interest by manipulating accounting 
numerals (and by selling shoddy or impure merchandise, false labelling and 
misleading advertising, and short-changing their customers, among other things). 
That experience resulted in establishing the auditing function (and establishing 
various regulatory commissions, passage of laws requiring pure food and drugs, 
truth in labelling and advertising, and the habit of counting one’s change, among 
other things). It is not beneficial because it is stated as a conclusion, as a solution 
to a problem and the end of the research path resulting in a theory, whereas I 
take it to be an uninformative restatement of a well-known problem, the place 
to begin research into ways to solve the problem. 

‘For these reasons, I assess PAT’s addition to knowledge to be nil, because such 
problems have been pointed out by normative theorists and others for decades.?5 


25 Or for centuries if we go beyond accounting to measurement in general. The need for normatively 
correcting abuses in measurement was widely recognized, appearing in such unexpected places as 
the Magna Charta. One historian (Klein, 1974) explains that the reform attempted in the Magna 
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To cite just one normative theorist, MacNeal (1939) describes ‘three fables’ for the 
purpose of illustrating how utility-maximizing managers can manipulate accounting 
figures to their advantage and to the disadvantage of others. The difference is that 
MacNeal begins his book with that as a statement of a problem whereas W&Z 
conclude their book with that as a majer empirical finding. Instead of following 
Popper’s (1972, p. 44) advice to try to ‘discover the most urgent problems’ and 
then try to ‘solve them’, they have presented us with a well-known problem and 
prohibited us from solving it by requiring that we be positive, that we stop after 
providing descriptions of such events. 

That we are not solving problems is evidenced by the increasing frequency of 
questions about the importance or significance of empirical findings being ‘answered’ 
with the comment that the researcher is providing a ‘scientific description’ and 
does not want to be normative or, like Joe Friday, wants to deal with ‘just the 
facts ma’am’ and not deal with ‘policy issues’. The infamous bathtub counting of 
former sociologists was discredited because the number of bathtubs had no 
importance or significance (Brodbeck, 1968, pp. 6, 8) even though empirically, 
positively determined. (See Schreuder, 1985, for a delightful yet painful parody 
of PAT that makes the same point.) In accounting the crucial deficiency of 
insignificance 1s cloaked by irrelevant, often condescending, comments about being 
positive-good instead of normative-bad. Perhaps ridding ourselves of that 
terminology would jettison that cloak and expose the naked insignificance of the 
findings.?6 

The ‘explanations’ of PAT are equally unhelpful. To be told that the choice of 
an accounting method ‘becomes more understandable when cast in light of the 
manager’s debt contract and compensation plan incentives to increase current 
earnings’ is the same as being told that the choice of surgical techniques, for example, 
Caesarian sections versus vaginal delivery, is understandable in light of surgeons’ 
incentives to increase their income. Patients (or other surgeons) want a medical 
explanation and if surgical researchers supplied a positive explanation, it would 
be considered non-responsive, if not a travesty. To be told that accounting choices 
‘no longer appear arbitrary’ when we understand managers’ motivation to maximize 
their utility by maximizing earnings is the same as being told that the choice of 
a particular rotl (a Near Eastern unit of weight ranging from about one to six 


Charta was not successful: ‘The record of units of weight and measure used in England is, 
notwithstanding the Magna Charta, contradictory, complex and racy, replete with deviations, devices 
and dodges, most of them tending to enrich cheating merchants’ (p. 29). Almost every housewife 
and schoolboy knew of the merchants’ tendency to cheat, and of their need to guard against it, 
so there was no need for positive tests to establish that they were maximizing their utility by cheating, 
but there was considerable need to establish ncrmatively ‘uniform units, recognized, reproducible, 
and reproduced, on which buyers as well as sellers could rely”. 


26 Another example of the perfidious effects of this language is the recent AAA document that speaks 
of the ‘normative recommendations of the Bedford committee’ as if ‘positive recommendations’ were 
an available alternative when in fact ‘recommendation’ means a suggestion presumably based on 
an evaluation, not a mere description of the extant state. At best such phrases contain redundancies 
and at worst they are vacuous slogans that may hinder something being said by veiling the fact 
that nothing is being said. 


129 


ABACUS 


pounds) does not appear arbitrary when we understand Near Eastern butchers’ 
motivation to maximize utility or earnings by maximizing reported weight. 

Although W&Z claim ‘predictive ability’ for their theory, I doubt that investors 
and financial analysts will take much comfort in learning that they can improve 
their predictions by adjusting for expected management manipulation. In effect 
this says that if positive research can tell us about the incentives that butchers 
have to put a thumb on the scale, it will help us predict how often or how hard 
they will put it on the scale in the future. Is it better to improve predictions of 
future misleading financial statements by positively determining the kinds of 
incentives that managers have to mislead, or to try normatively to improve the 
truth content of financial statements? 

One of the authorities on science cited by W&Z spoke of the fear that the ‘actual 
effect of positivism in the social sciences is to lead to the production of a vast 
quantity of work that boasts of being scientific but is empty and commonplace’ 
(Passmore, 1953, p. 675). In my view that fear has been realized in PAT. 


Potential 

What are the potential accomplishments? I forecast more of the same: twenty years 
from now we will have been inundated with research reports that managers and 
others tend to manipulate accounting numerals when it is to their advantage to 
do so, Given the positive-proscription of doing anything other than describing the 
often greedy, sometimes corrupt, utility-maximizing actions of management — 
because it would be normative to try to prevent such actions — we can expect 
the greedy and corrupt actions to continue, perhaps increase, so the same amount 
of, perhaps more, research will be needed in the future. 

Boulding (1970) reminds us that ‘just as no stream can rise above its source, 
no science can rise above its original data collection’ (p. 185) and I would extend 
that principle to no science can rise above the questions it asks. PAT cannot rise 
above giving the same answers because it restricts itself to the descriptive questions. 
If it ever asked how to solve a problem or correct an error (both of which require 
golng beyond a description to an evaluation of the situation), then it might go 
on to different questions and obtain different answers after the previous problem 
was solved. If we had restricted the medical question to the description of the 
smallpox virus, for example, precluding prescriptions to be vaccinated, we would 
need more and more descriptive studies as the virus population increased and 
mutations appeared. Luckily Edward Jenner was naughtily normative, which allowed 
him to discover how cowpox could be used as a vaccine so smallpox was eventually 
eliminated, which made room for different questions on the medical research agenda. 


SUMMARY AND CONCLUSIONS 


The first and most egregious error of PAT is its confusion of disparate subject 
matters. Initially it confuses the map (financial statements) with the territory 
(economic goods) and in extension it confuses accountants with accounting. Although 
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it purports to be a study of accounting, it is in fact a study of accountants (and 
other people who select accounting methods). It should be abundantly obvious 
that accountant is to accounting as biologist is to biology, cartographer is to 
cartography, ..., zoologist is to zoology, and that distinguishing the practitioner 
from the subject matter in all these disciplines is as crucial as it is obvious. 

The second and most pernicious error of PAT is the restriction to the positive 
study of practices and practitioners. First, restriction to the study of practices and 
practitioners deprives us of knowledge of other things, and deprivation of knowledge 
is pernicious. Second, progress occurs only when research allows the (normative) 
judgment that x is in some sense better than y and therefore x ought to be used 
or implemented. To prohibit assessment of practices is to preclude progress, and 
thus restriction to being positive is pernicious. 

The third and most untutored error of PAT is the allegation that it is in accord 
with economics and science. Although there is the parallel situation of national 
income accounting in economics, there is no parallel ‘positive national income theory’ 
in economics and mainstream economists consider the proposal to establish such 
a theory to be absurd. The only authority on economic methodology cited (other 
than Friedman’s essay) contradicts W&Z on the basic point of Pareto optimality; 
other leading economic theorists (such as Paul Samuelson, 1963, and Herbert Simon, 
1963) disagree with the type of theory employed in PAT; and others disagree with 
what type of data is admissible (as explained by Reder, 1982). Thus, the claim 
that PAT is in accord with mainstream economics is an error evidently resulting 
from viewing the whole of economics from the big end of a telescope. 

And the situation is worse in regard to science. Instead of PAT applying the 
norms of science, it flagrantly violates those norms, even to the extent of disavowing 
all norms. Instead of PAT garnering support by applying the teachings of the scientific 
authorities cited, it contradicts those teachings. Claiming that PAT is in accord 
with science by citing logical positivists as authorities and then disassociating PAT 
from logical positivism leads me to conjecture that they had predetermined what 
they wanted to do and that they were looking for excuses to do that, which, like 
those who use accounting theories to bolster preconceived ideas, allowed them to 
look for the odd statement that, out of context, could be interpreted as support. 
Although that procedure might be acceptable in positive accounting, it is not 
acceptable in normative science. 

The accomplishments of PAT are nonexistent. Instead of bringing forth interesting 
or unexpected or edifying results, PAT has presented us with findings that are 
empty and commonplace. When one disproves the commonplace it is called a 
‘scientific discovery’ and further tests are called ‘confirmations’ or ‘replications’ or 
similar names. After a sufficient number of confirmations, and a sufficient amount 
of time has passed, the discovery becomes the commonplace, and then further 
confirming tests are called ‘wasted effort’. The putative accomplishments of PAT 
are in the category of wasted effort, and prohibiting the solving of problems, the 
prescription to stop at describing, presage more of the same. 
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This article is directed to the general reader, not to positive researchers, because 
I expect that positive researchers have gone too far to be redirected by argument 
or evidence. My hope is that the general reader has not become so swept up by 
the mistaken claims for PAT that it is too late for them to assess it. We accountants 
have a tendency to allow our course to be influenced by the fickle winds of fashion. 
Instead of examining the foundations of efficient market research, for example, 
many Just jumped on the bandwagon and participated in the ‘most concerted and 
ambitious research in accounting history’ (Lev and Ohlson, 1982, p. 249) with, 
at best, paltry accomplishments. Most of those who in the beginning were so eager 
to embrace efficient markets subsequently became equally eager to distance 
themselves from them, and they are now even more eager to embrace PAT, a sequence 
more appropriate to the products of couturiers than of scientists. 

Instead of flitting from one fad to the other, my recommendation is that we 
carefully assess proposed research programs before accepting or rejecting them. 
Those programs that are too undeveloped to be assessed should be set aside until 
they become sufficiently developed to permit assessment. In this way we will 
encourage innovation and new research directions but we will designate each novel 
research program a ‘cottage industry’ (as it is called in science) until it has proved 
itself. AIl will be free to work on any subject they like, to join the mainstream 
or create a new cottage industry, to establish a journal, and so forth, but judicious 
application of scientific standards will prevent any cottage industry from becoming 
the latest fad that dominates the journals, the agenda, the terminology, and so 
forth, to the virtual exclusion of all other research programs. Specifically, | 
recommend that we welcome PAT as a cottage industry and hope that it will surprise 
us someday by supplying us with some interesting, perhaps even significant, findings. 
But in no way should we accept it as the new fashion and condemn everything 
else as old-fashioned. 

One of the ways to avoid being swept up by fads is to demand simplicity and 
clarity, and refuse to be intimidated by jargon, mathematical symbols, equations 
and highly stylized methods of expression that tend (intentionally or inadvertently) 
to cloud rather than clarify. A similar aid is to demand comprehensible overviews 
in plain language and refuse to be inundated with masses of data, repetitious studies, 
and unsupported assertions that tend (deliberately or accidentally) to conceal instead 
of reveal. Foundations of quicksand and empty findings should not be accepted 
because they are surrounded by such trappings because no amount of mathematical 
notation or statistical testing will bring a significant answer from a trivial question. 
In other disciplines leading scholars often explain difficult concepts to themselves 
as well as to others in ‘pre-scientific terms’ by employing simple analogies, such 
as Einstein’s walking on a moving tram to explain relative motion, Leontief’s cake 
recipe to explain production functions, Boyle’s billiard balls to explain gas mole- 
cules, and so forth. If positive researchers do not offer such analogies (or otherwise 
make themselves clear), it may be an indication of the lack of understanding by 
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the researchers because, as all teachers know, it is often the case that the reason 
a teacher cannot explain clearly is that the teacher does not understand clearly. 

Clarity is a scientific norm?” and the obscurity of an idea is reason for its rejection, 
not for its acceptance. In contrast, most accountants who have shared their thoughts 
with me about PAT have admitted, sooner or later, one way or another, that they 
do not understand it, yet they are inclined to accept it. | fear that in accounting 
we tend to err by equating the obscure with the profound, to believe that if we 
do not understand an idea, the fault lies with us instead of with the idea or the 
explanation of the idea. To believe that incomprehensibility is evidence of profundity 
has vast deleterious consequences, not the least of which is to foster obscurantism 
for, as Nietzsche cautioned, some may deliberately muddy the water to make it 
appear deep. 

The contrapositive — equating the lucid with the superficial — is equally 
deleterious and probably more common. | suggest that it be named ‘Groucho’s 
guillotine’ (in the tradition of Hume’s guillotine, God’s hatchet, and Ockham’s razor) 
to indicate that it is similar to the way Groucho Marx gauged social clubs: he 
said he would never join a club that had standards low enough to permit him 
to join. As a referee or editor Groucho would probably have said that he would 
never accept an article that was stated simply and clearly enough to permit him 
to understand it. Several young friends have shared letters from editors (accompanied 
by referees’ reports) that come very close to saying that the evidence for the rejected 
article’s failure to contribute to knowledge is that it states its case clearly enough 
for the referees to understand it. Dyckman’s (1989) perceptive remarks about the 
typical ‘researcher [who] cleverly hides the results under bales of academic jargon 
designed to secure publication in an erudite academic journal’ (p. 115, emphasis 
added) is, I fear, a description of a common response to Groucho’s guillotine. 

Diametrically opposed to Groucho’s guillotine is ‘Samuelson’s razor’ which is 
that all economic concepts ‘that have no common-sense core that you can explain 
to your wife will soon fail’ (Samuelson, 1963, p. 235) and therefore should be 
discarded. Having first-hand evidence that PAT fails that test, I recommend that 
accountants adopt the weaker, shamelessly stolen, ‘Sterling’s scalpel’ which is that 
any accounting concept that does not have a common-sense core that you can 
explain to yourself should be discarded. I am confident that a careful application 
of that criterion in accounting will result in PAT becoming a cottage industry and 
displace it as the current dominant fad, as well as provide protection from future 
fads. 


27 As expressed by Popper (1972): ‘aiming at simplicity and lucidity is a moral duty of all intellectuals: 
lack of clarity is a sin, and pretentiousness is a crime’ (p. 44). Whether Positive is sinful or criminal 
(or neither or both) will be left to the judgment of the reader. 
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GARY JOHN PREVITS, LEE D. PARKER AND EDWARD N. COFFMAN 


An Accounting Historiography: 
Subject Matter and Methodology 


This paper continues to study issues developed in a preceding manuscript 
which provided a definitional context for accounting history, its uses and 
limitations as a method of inquiry related to educational endeavours, 
standard setting and practice. In this study two aspects of the development 
of the history of accounting, subject matter and methodology, are 
extensively explored within the context of a definition of historiography. 
A set of outline tables is provided to assist researchers considering the 
topic areas as well as the process of historical inquiry, especially those 
scholars who do not specialise in historical study. As in the previous paper, 
an extensive bibliography is provided. 


Key words: History, Development of thought, Historiography. 


Historiography ... includes the body of techniques, theories and principles associated 
with historical research. It is a way of addressing data and sources, asking questions 
and building theories based on evidence. (Goodman and Kruger, 1988, p. 316) 


This paper begins with a description of categories of historical inquiry and provides 
examples of each from the literature of accounting history. The second section 
addresses the process of conducting historical inquiry with attention to the narrative 
and interpretational views presented in a previous paper (Previts, Parker and 
Coffman, 1990). Examples of several methods are provided, including cliometric, 
counterfactual and empirical. The paper concludes with a discussion of further 
research needs. 


SUBJECT MATTER OF HISTORICAL RESEARCH 


Historical research in accounting includes many subject areas such as biography, 
institutional, development of thought, general history, critical history, taxonomic 
and bibliographical data bases, and historiography (Previts, 1984). These areas of 
research provide a classification guide to assist researchers in identifying or classifying 
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an aspect of the development of accounting thought or practice (see Table 1). Often 
a study categorized according to one area draws upon and is identified with other 
areas.! Readings describing general historical subject matter categories related to 
this section include works by G. K. Clarke (1967), Elton (1967), Leff (1969), and 
Hexter (1971). 


Biography 

Peloubet (1948) asserts that ‘the growth of a profession is largely the reflection 
of its great personalities’ (p. 18). The basic source materials for conducting 
biographical research consist of the individual’s personal correspondence, published 
works and speeches, as well as archival materials. In addition to reviewing and 
analysing these materials, the biographer must identify the principal influences, 
such as the educational and family environment, pertinent social institutions and 
employment circumstances upon the individual’s thinking. When feasible, recording 
an interview with the subject is a valuable technique (Buckner, 1977). 

Biographical research provides a flextble basis from which to undertake a variety 
of historical investigations relating to the formation of accounting principles and 
institutions. Biography is ‘fragile’ because it relies on a single source — the subject 
— for authenticity, yet it also employs a wide variety of both primary and secondary 
materials (Kurland, 1982). The historian must carefully establish that such materials 
are authentic, credible, and adequate for the inferences drawn; this can be ascertained 
by using multiple sources as cross-checks for assertions made. Disclosure of both 
the supporting and critical aspects of such materials enhances credibility. Inter- 
pretations of the subject’s background, character, work, the social and economic 
contexts, background and impact on accounting must be justified by evidence and 
defensible argumentation. 

As Jones (1988) observes, Edwin Waterhouse’s Memoirs were long sought but 
once located present historians with difficulties in confirming or expanding upon 
them since Waterhouse writes: ‘One good that has resulted from my work is the 
destruction of a large amount of correspondence, which might, from the mere fact 
of its continued existence, have caused some trouble in the future’. 

Examples of biography or biographically based studies of American accountants 
include those of Andrew Barr (Zimmerman, 1980), Carman G. Blough (W. D. Cooper, 
1982a; Scott and Ward, 1982), Paul Grady and Ralph Johns (Zimmerman, 1978, 
1976), Eric Kohler (Mautz and Previts, 1977; W. W. Cooper and Ijiri, 1979), 
A. C. Littleton (Bedford and Ziegler, 1975), Kenneth MacNeal (Zeff, 1982), James 
O. McKinsey (Flesher and Flesher, 1985), Robert H. Montgomery (Roberts, 1975), 
William Paton (Zeff, Demski and Depuch, 1979), and John Raymond Wildman 
(Previts and Taylor, 1978). 

W. D. Cooper’s study of Blough ts notable in the specific technical sense that 
the researcher gained access to previously restricted original correspondence by 
invoking the Freedom of Information Act and therefore obtained direct documentary 


! For example, The Growth of Arthur Andersen & Co. 1928-1973: An Oral History by Spacek (1985) 
is both institutional and autobiographical. 
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evidence useful in clarifying the meaning of terminology developed during the period. 
A primary example was a finding that explained Blough’s intended meaning for 
the term substantial authoritative support. The term had acquired alternative 
meanings over time, but not until this discovery was there documentation to support 
a definitive intended meaning.? The author also made extensive use of interviews 
of the subject to support the conclusions advanced in the study. 

The three volumes of autobiographical works titled Written Contributions of 
Selected Accounting Practitioners prepared at the University of Illinois are a 
combination of the writings by the selected subject and the subject’s commentary 
on them, including statements to complete the context of the paper. Each of these 
publications has the unique aspect of involving the subject tn the preparation of 
the volume. 

Previts (1978) uses a biographical base to develop an explanation of the SEC 
policies by comparing the policy actions of its chief accountants. The other studies 
listed above are more typical biographical works based on the recollections of the 
authors, who had a personal relationship with the subject, and/or on interviews 
with related parties and on the subject’s published works. Recent dissertation-based 
biographical studies, such as W. D. Cooper’s (1982a, 1982b) study of Carman Blough, 
have done much to improve upon early dissertation biographies, which tended to 
be limited to descriptive and chronological forms. Other commentaries on Blough 
base the assessment of his integrity under adversity during the initial period of 
SEC accounting regulation on the personal traits developed in his family, whose 
values were formed by a father who was a minister (Carey, 1979). Similarly, 
W. D. Cooper (1984) identifies Mathews, one of the first SEC commissioners, as 
being an influence on Blough and, thus, on the formation of SEC philosophy, 
its interest in financial disclosure, and its publication of opinions on accounting 
matters. McKinsey (Flesher and Flesher, 1985) is recognized as a management 
consultant, yet he was also a major contributor to American accounting education 
in the first third of this century, having introduced not only early books on budgeting 
and management accounting but also an accounting principles textbook that has 
continued in successive editions to be a popular mainstay in college classrooms. 
L. D. Parker (1986b) establishes the fact that Henri Fayol, who is renowned for 
his early contribution to management thought, provided the founding concepts 
for the accounting concept of goal congruence and for its exception principle. 

Grady’s (1962) editing of and commentary on George O. May’s papers are a 
principal example of a practitioner developing the materials of a practising colleague 
for academic study as well as for future consultation by leaders in practice. An 
example of an anthology is J. D. Edwards and Salmonson’s (1961) Contributions 
of Four Accounting Pioneers: Kohler, Littleton, May and Paton, which consists 
of digests of the principal papers on each subject through 1960. W. W. Cooper, 
ljiri and Previts (1980) prepared a comprehensive anthology of the full text of 
Kohler’s writings in Eric Louis Kohler: A Collection of His Writings (1919-1975). 


2 The term was formalized in the technical literature in Accounting Series Release No. 4 of the SEC 
in the late 1930s and was later adopted by the Council of the American Institute of CPAs as the 
basis for determining exceptions to Opinions to the Accounting Principles Board (Armstrong, 1969). 
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Each of these works assists scholars and students by presenting either the original 
text material on which to base assessments or a concise statement of the major 
papers of the writers studied. 


Institutional History 

An historical inquiry of institutions, whether the institution is identified as an 
established event, law, custom, profession, organization, or other entity, requires 
the review of records, correspondence, memos, news reports, internal reports, minutes 
and hearings of committees and boards. In studies of this type, assessing and analysing 
institutions’ social and political environments are important dimensions. 

Institutional histories may be recollective exercises by the author. Examples include 
Carey’s (1969-70) two volumes on The Rise of the Accounting Profession, Olson’s 
(1982) The Accounting Profession— Years of Trial: 1969-80, and Moonitz’s (1986) 
History of Accounting at Berkeley. In Accountancy and the British Economy 1840- 
1980: The Evolution of Ernst & Whinney (Jones, 1981), however, the author, a 
professional historian, is a non-participant, as is Miranti (1985) in his study of 
the American Institute of Certified Public Accountants (AICPA). 

The concern that must be addressed in recollective studies such as those by Carey 
and Olson is that ‘the historian as a participant’ may lose a desired degree of 
detachment, reflecting instead biases of a dominant group. For instance, the 
environment and episodes of the 1970s as addressed by the AICPA are the subject 
of Olson’s work (1982), which he undertook after his retirement as AICPA president. 
The candour of his style resulted in the addition of a ‘Notice to Readers’ to the 
front matter after publication to address the concerns of some parties that his 
‘history’ unfairly represented their position. As George Smith, president of an 
institutional history consulting group, observes, ‘You can never find someone who 
was on the wrong side of a decision’ (Bennett, 1988). 

Another limitation of institutional histories is the potential for the ‘selective 
survival’ of archival sources that are incomplete or biased representations of original 
records. ‘Besides employees, the other most important comprehensive source of 
corporate history is a company’s internal records’. Often records are poorly stored, 
lost in transit, or destroyed due to fire or selective retention programs, In such 
circumstances scholars seek out ‘buffs’ (employees who save every company document 
and in-house publication) and collectors (employees who keep copies of their 
correspondence at home) (Bennett, 1988). 

Institutional histories may also address ‘movements’ as well as ‘entities’. A recent 
paper by Birkett and Chua (1988) investigates the processes involved in constituting 
that which came to be labelled ‘management accounting’ by tracking the social- 
professional changes leading to ‘institutionalization’ (1988, p. 1). 

Professional organizations and firms commonly use this type of history (R. Brown, 
1905; DeMond, 1951; Foye, 1970; Hopkins, 1980; Wise, 1982). In general, such 
works contribute to the development and understanding of the traditions of the 
accounting firms and of the profession and also serve as a resource for further 
explanatory research into the development of concepts, practices, and policies that 
may have been influenced by these institutions. Often the celebration of an 
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anniversary or an awareness of the passage of time or a similar notable event such 
as a retirement, induces such undertakings. Examples include The American 
Accounting Association Its First 50 Years (1966); Goldberg’s (1987) ‘factual-narrative’ 
monograph Dynamics of an Entity, which provides a three-part history of the 
Accounting Association of Australia and New Zealand from 1962 to 1985; works 
that honour the centennial of the Institute of Chartered Accountants (U.K.); the 
Australian bicentennial (Gibson, 1988a); and the special centennial history version 
of the Journal of Accountancy in May 1987, which addressed the AICPA’s history 
in a series of papers, archival listings and essays. 


Development of Accounting Thought 

Scholars working in the area of the development of thought, as in the related 
field of economic thought, seek to identify, articulate, and explain the role that 
individuals, institutions and ideas have in developing and disseminating knowledge. 
These scholars seek to improve the understanding of a discipline’s teaching process, 
research and practice in response to an environment. Historians also may direct 
their expertise to particular periods or circumstances. For example, Peragallo (1938, 
1983) and Kojima and Yamey (1975) have dedicated much of their academic careers 
to investigating the evolution of accounting in medieval and colonial settings. Other 
historians working in the thought-development area seek to identify what constitutes 
an accounting concept or what justifies it; if, how, and why it changes; and the 
environmental factors and individuals that may have influenced it over time. Efforts 
by accountants in this area form a basis from which accounting thought may some 
day be developed into major studies similar to those in economics, such as 
Schumpeter’s (1954) History of Economic Analysis. Principal examples include 
Littleton and Zimmerman’s (1962) Accounting Theory: Continuity and Change, 
Deinzer’s (1965) Development of Accounting Thought, Chatfield’s (1977) A History 
of Accounting Thought, Mattessich’s (1984) Modern Accounting Research: History, 
Survey, and Guide, and McMickle and Vangermeersch’s (1987) The Origins of a 
Great Profession. 

Promising new research techniques aided by computer-based technologies are 
enabling researchers to develop sophisticated citation analysis of recent research 
literature (Gamble, O’Doherty and Hyman, 1987) by adapting statistical approaches 
used in other fields to assess the origin, influence, and maturity of ideas by means 
of cluster analysis of intra- and interdisciplinary citations (Bricker, 1988). 
Furthermore, scholars are now beginning to develop teaching materials which 
amalgamate theories and provide historical perspective as a means of bridging the 
temporal and geographical barriers to an international curriculum (Whittred and 
Zimmer, 1988, see Chapters 4 and 7). 

Important topics such as LIFO valuation (H. Z. Davis, 1982); going concern, 
conservatism, and materiality (Newman, 1979); inflation accounting (Schmalenbach, 
1980; F. L. Clarke, 1982; Graves, Dean and Clarke, 1989); accounting control concepts 
(L. D. Parker, 1986c); the ‘orientation’ postulate (Zeff, 1962); and accounting theory 
development in particular national settings (Weilenmann, 1979; Skinner, 1987) have 
been the objects of thoughtful study. Anthologies patterned after those by Baxter 
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(1950), Littleton and Yamey (1956), and Moonitz and Littleton (1965) have also 
provided cross-sections of theory development writings useful in establishing 
references for present-day study. 

An important potential for developing accounting thought research lies in 
identifying the interrelationships between individuals, technology, concepts, and legal 
and economic customs and in tracing the changes in these relationships as they 
impact the development of knowledge over time. Dopuch’s (1980) paper on theory 
development, for example, contains a section ,entitled ‘Historical Patterns of 
Empirical Research’, which notes that empirical research ‘was almost unheard of 
in accounting before the appearance of high-speed computers and information 
“tapes”. Such expert observations can serve as an outline of an historical hypothesis 
about the dynamics of research methods, technology, and research issues that can 
lead to more rigorous historical investigation.3 

Contemporary attempts to explicate schools of thought include those in A 
Statement on Accounting Theory and Theory Acceptance (AAA, 1977), which 
employs a consensus approach to discern three basic theoretical approaches (classical 
or true income, decision usefulness, and information economics) to frame a ‘general’ 
theory of external reporting.4 Chambers’ (1979) review of the development of the 
study of continuously contemporaneous accounting is a more complete, first-hand 
example. Others (Previts, 1980) identify groups, such as a pre-classical school of 
American writers, who adopted modified historical cost asset valuation techniques 
during the period 1900-1920. Merino and Coe’s (1978) paper suggests that arguments 
in favour of greater uniformity in accounting are not ‘new’ and that uniformity 
has failed to provide a sure solution. Previts (1985) and R. H. Parker (1986) relate 
the development of professional accounting services in American and British practice 
as a means of considering contemporary concerns as to the scope of services. Wells 
(1978a) studies the origin and development of cost allocation techniques with 
attention to the influence of engineers and economists, as well as accountants. Previts 
(1980), Wells (1976 and 1978a), Cushing (1989) and others have sought to draw 
from Kuhn’s (1970) paradigm arguments to explicate their classifications. Wells 
(1976), Beaver (1981) and Someya (1989) term their considerations of recent changes 
in financial reporting thought a ‘revolution’. 

Other examples of thought-development research include Moonitz’s (1970) ‘Three 
Contributions to the Development of Accounting Principles Prior to 1930’, an essay 
that was later expanded into a book-length treatment entitled Three Contributions 
to the Development of Accounting Thought (1978), J. R. Edwards’ (1980, 1981) 
studies of the evolution of British company legislation, Merino and Neimark’s (1982) 
appraisal of SEC disclosure regulations, Flegm’s (1984) critique of the current 
standard-setting process from a preparer’s perspective and Zeff’s (1984) review of 


3 Such expert opinion may prompt historical research. Consider Demski’s views on ‘what has happened 
over the past twenty-two years?’ (1987, p. 89). 


4 Chandler’s (McCraw, 1988) edited essays on an ‘historical theory of big business’ supply a corollary 
for accounting historians to consider in developing a broader perspective on which to assert historical 
interpretation in a competitive economy. 
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the circumstances attending five major turning points in the process by which 
accounting principles have been established in the United States. 


General History 

This area of accounting history research is distinguished from the previous category, 
thought development, in that it adopts an extensive temporal perspective focusing 
On issues such as practice in a particular country, the development of a nation’s 
accounting profession over several centuries, or the progress of a whole sector of 
the discipline, such as cost accounting. 

The process of undertaking a general history in accountancy for a particular 
country involves not only searching, collecting, tabulating, and interpreting 
information, but also considering such aspects as what would make the study unique 
and what audience (e.g., practising or academic) it would serve. 

Examples of book-length general history research include Accounting Evolution 
to 1900 by Littleton (1933), Origin and Evolution of Double Entry Bookkeeping 
by Peragallo (1938), Evolution of Cost Accounting to 1925 by Garner (1954), History 
of Public Accounting in the United States by J. D. Edwards (1960), and A History 
of Accounting in America by Previts and Merino (1979). 


TABLE | 


HISTORICAL RESEARCH SUBJECT MATTER 





Area Principal aspects 


Biography Influence of key individuals on accounting concepts, practice, and 
institutions 


Institutional history Traditions of the accounting profession and organizations. Considers 
influence on the social, economic, and political environments; source 
of data for explanatory research in other accounting history subjects 


Development of thought Identifies and explicates conceptual foundations and individuals and 
institutions related thereto. Traces and models conceptual develop- 
ment; impact of schools of thought on practice and other disciplines 
and institutions 


Genera! history Macroperspective of accounting development; traditional and/or 
national emphasis; develops specific areas (e.g., cost accounting) 


Critical history Adopts a perspective inclined toward criticism in examining the role 
of an historical factor in the context of conflicting social, political, 
economic, and institutional interaction 


Data bases— Source of primary information, support for contemporary and 
taxonomies and historical research 
bibliographies 


Historiography The structure of historical research; evaluates accounting history 
research; perspective on methods for conducting and interpreting 
accounting history research 
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These general studies provide researchers with a broad perspective and framework 
within which to focus on particular micro-issues in accounting theory, measurement, 
or disclosure. The studies also provide a basic reference point for the identification 
of past environmental factors that have influenced extant accounting concepts or 
practices. To date, few of these studies have drawn the attention required to ensure 
commercial success, revision and republication. Such general studies are more widely 
adopted for teaching and quoting in research in fields other than accountancy. 
Frequent utilization in class or text applications results in corresponding suggestions 
from adopters and researchers that lend support to a revision and republication 
cycle. 


Critical History 

The writers of critical history view accountancy as an interested, influential activity 
rather than as some neutral, technical process (Gaffikin, 1987, 1988a). In critical 
history, accountancy is studied as a social and political activity in itself, both reflecting 
and influencing its economic, institutional, political, and social environments. Thus, 
accountancy history is written from the viewpoint of accountancy not just as a 
reflective phenomenon but also as a constructor of organizational and social 
relationships. This problematical approach to accountancy has been articulated by 
such writers as Burchell, Clubb, Hopwood, Hughes and Nahapiet (1980), Hopwood 
(1983), D. J. Cooper and Sherer (1984), and Chua (1986). 

Critical histories have been constructed from various theoretical perspectives. 
Glautier (1983) employs a macro-perspective of accountancy development in arguing 
that modern accountancy is in crisis due to the centralization of political power. 
Niemark and Tinker (1986) employ a political economy accountancy perspective 
in their socio-historical study of General Motors’ strategies of internationalization 
over a sixty-year period and examine the social construction of management control 
systems employed. Loft (1986) utilizes the mode of analysis advocated by the French 
historian Foucault to study the history of U.K. cost accountants and cost accounting 
during and after World War | by examining their proactive involvement in the 
social and political life of the period. This method of analysis is also used by Hoskin 
and Macve (1986) in their macrohistory of the development of accountancy 
technology and its associated knowledge set as a source of professional power. 

Albeit that they view accountancy development through different theoretical 
perspectives, these critical histories emphasize the relationship between accounting 
and its organizational, social, and political content. These perspectives cause us - 
to recognize the ability of accountancy to shape its own environment rather than 
merely to reflect it. It can now be expected that the product of historians of 
accountancy, which has already begun to reflect an understanding beyond the 
previously technical or descriptive, will adapt even more in response to such critical 
` commentary. 


Data Bases 


Chronologies, bibliographies, and taxonomies are specialized types of historical 
research that provide source/reference information to assist in other historical 
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research. Examples include Skousen’s (1970) ‘Chronicle of Events Surrounding the 
Segment Reporting Issue’; Zeff’s (1972a) ‘Chronology of Significant Developments 
in the Establishment of Accounting Principles in the United States 1926-1972’; Pryce- 
Jones and R. H. Parker’s (1974) Accounting in Scotland: A Historical Bibliography; 
Wells’ (1978b) A Bibliography of Cost Accounting: Its Origins and Development 
to 1914; R. H. Parker’s (1986) continuing contributions, which are based on 
Bibliographies for Accounting Historians (1980), Hausdorfer’s (1986) Accounting 
Bibliography: Historical Approach; and Gibson’s (1988b) ‘Chronological List of 
Books and Articles on Australian Accounting History’.> 

This type of historical research appears to differ from types previously discussed 
in that it does not attempt to provide extensive social and economic backgrounds 
or to interpret or explain key influences and causes, models, or frameworks. It 
seeks to provide descriptive information about events, dates, times, groups of items, 
sources, and related publications. Accordingly, this research must be expected to 
be detailed, correct, in the literal sense, and well organized for ease of use. 


Historiography 

Historiography, as previously defined, is the study of the writing of history; it includes 
the theory, methodology and development of historical writing. Studies of the 
development of historical method exist as early as the sixteenth century (Gentile, 
1965; Pflug, 1971; Witschi-Bernz, 1972) and concern the problematic nature of the 
historian’s craft, as well as such concepts as fact, evidence, causality, historical 
truth, narrative, and many other subjects. Historians include the following basic 
references for this area: Anderle (1965), Fogel (1970), Dray (1971), Gilliam (1976), 
Tannenbaum (1979), and Himmelfarb (1987). 

Historiographic writing in accounting has been limited due to the period of time 
during which broadly based academic historical accountancy research has been 
undertaken. Historiographic writings such as this paper are likely to be in demand 
as a means to guide and appraise the ‘state of the art’ of historical endeavours. 
Examples of papers providing assessments of the state of the art of accounting 
history include Gaffikin’s ‘The Archaeology of Accounting’ (1988b), R. H. Parker’s 
(1981) ‘The Study of Accounting History’, Goldberg’s (1974) ‘The Future of the 
Past in-Accounting’, Homburger’s (1975) ‘The State of Modern Accounting History’, 
Baladouni’s (1979) ‘The Study of Accounting History’, and the Report of the 
Committee on Accounting History of the American Accounting Association (1970). 


HISTORICAL METHOD 


Any subject of historical research must be approached by employing research 
method(s) considered appropriate to the facts being sought and the issues being 
investigated. That is, ‘the problem determines the method’. Available historical 


5 One of the earliest comprehensive listings of American accounting works which remains a significant 
resource to scholars is the Bibliography of Works on Accounting by American Authors, Vol. 1, 1796- 
1900: Vol. 2, 1901- 1934 (1934; 1935) by Bentley and Leonard (Vol. | coauthor). 
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methods include both qualitative and quantitative approaches and offer a rich 
resource to the would-be researcher. For example, in our previous paper the contrasts 
between the narrative and the interpretative types of historical inquiry were noted 
(Previts et al., 1990). Thus, a narrative history of thought project may seek to 
identify events, episodes, and outcomes with descriptions of theories of knowledge, 
the unique works of individuals, their systems of values and the criticisms of their 
related works. 

Historical research written in the social science, interpretational mode, attempts 
to identify and classify systematically information according to explanations and 
interpretations about the historical subject matter. Historical facts are identified, 
collected, and examined for interconnectedness. When such facts are employed in 
an interpretational project, they are used to support an hypothesis about the 
phenomenon under study and to develop a means of testing it. Even when a rigorously 
controlled historical empirical study is undertaken and researchers are satisfied that 
Statistical tests indicate that a significance exists, a qualitative evaluation of the 
historical content of the issue is relevant, for to fail to account for situational 
variables in the environment risks misunderstanding the possible meanings of the 
empirical findings. Sources useful in addressing this matter are Garraghan (1946), 
Tholfsen (1967), Hexter (1971), Merino, Koch and MacRitchie (1987), and Merino 
(1988). 


Methodological Issues 

Historical methodology encompasses the variety of techniques available to all 
researchers. Historical theory concerns the philosophy of history, theories of 
historical development and process, the nature of historical explanation and 
judgment, and the roles of historical criticism, rationality, and analytical history. 
Within its ambit falls discussion of the problematic issues of the historian’s art, 
such as ideas of fact, historical truth, impartiality, assumptions, and narrative 
(Gilliam, 1976; Dray, 1971; Fogel, 1970; Muller, 1967). 

Some, particularly those of the realist-empiricist school, see historians as first 
collecting evidence and then building accounts of the past on that evidence. Others 
(the instrumentalist-constructionist school) regard historians as taking present-day 
objects or events and explaining their existence by constructing an account of the 
past (Hurst, 1981). 

The distinction established in a previous paper between narrative and 
interpretational types of history is most often dictated by the view of how a problem 
is defined and what methodology is chosen to investigate it (Previts et al., 1990). 

Barzun (1974) holds that history is narrative-specific, particular in time, 
nonanalytical, and memorable. His view of methodological considerations is 
suggested by his commentary on ‘The Question of Method’: 


The proponents of History as Social Science express surprise that historians appear ‘hostile 
to any kind of normalization of research procedure’ and ‘resent the use of words like 
re-tooling’. There is, one hopes, no word /ike re-tooling, but the historian’s objection 
is not perverse. It expresses a refusal to play at the laboratory life, where tools—material 
instruments—are indispensable... 
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The historian, aware of his own taxing duty to reproduce in another mind the exact 
pattern in which he has organized his findings, doubts the capacity of the graphic- 
quantitative mode of representation for truth-telling. He is unfavorably struck by the 
angular rigidity of graphic and numerical statements, coming on top of the extremely 
“soft” manner of defining, classifying and admitting or excluding the data. (pp. 39-40) 


The historian’s need to be creative and adaptive in addressing each historical 
situation, while respecting the uniqueness inherent therein, underlies a principle 
of methodological concern. Of course, not all historians eschew the use of statistical 
methods, but the circumspect attitude of narrative historians is deliberate. 

Historians, including Carl Degler, who are influenced by the research traditions 
of the social sciences, champion the view that explanation is inherent to history 
and thus interpretation, more than just the factual story, must be undertaken. 
Historians seeking to account for past behaviour must interpret, says Degler, because 
‘they have to’ (1987, p. 80). The validity of an interpretation depends not only 
upon the availability of resources but also upon the manner in which the historian 
challenges and marshals the evidence presented (Potter, 1973, p. 5). 

Because historians acquire facts from both primary (e.g., a corporation’s 
accounting records) and secondary (e.g., a corporation’s annual report or a business 
press release) sources, they must take care to ensure that these facts are authenticated, 
representative, and subjected to tests that will detect bias (Perry, 1972). 

Some specific comments about the process of inquiry and the application of 
historical methods can be made here. 


Sources of evidence and their origins must be identified, reviewed for relevance 
to the inquiry, and classified by time, place and origin of production, primary 
or secondary characteristics, content and aim. 


The historian must consider who produced the evidence, its original form and 
its apparent credibility. 


Authenticity can be tested by such means as lack of contradictions to apparent 
authorship by name/identification printed on the document, attributions by 
trustworthy authorities, resemblance to other known genuine documents (e.g., 
in content, diction, style) and consistency with known environment at the time 
(Leff, 1969; Garraghan, 1946). 


When facts are inferred from the evidence they must be collated to determine 
whether they are compatible or contradictory (Hughes, 1970). 


The assembly and judgment of facts must be made with reference to the known 
context in which they occurred. Three archetypical questions are posed in doing 
this. The first two relate to both narrative and interpretational forms. (1) What 
happened? (2) How did it happen? (3) Why did it happen? 
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Having identified facts, any patterns of events and content, the historian is thereafter 
confronted with the task of identifying causes. These may be both multiple and 
interrelated and can never be all identified nor known with complete certainty. 

A social science historian weighs probable influence judged in the light of the 
historian’s epistemology, knowledge and understanding of the context in which 
the facts are located. Thus, historical propositions are time-bound and contextual 
in nature; that is, they must be judged by the standards of the period being studied. 
If a proposition can be maintained only by expanding the assumptions, its plausibility 
is reduced (Postan, 1962; Leff, 1969). 


Methodological Review 

Cliometrics. A term derived from Clio, the muse of history, and metrics (or measure) 
and popularized by economic historians, cliometrics continues to be developed as 
a significant research method. Serving as the basis for what has been called the 
‘new’ economic history, it involves the application of econometrics and quantitative 
methods to historical research. Using tools such as regression analysis, linear 
programming, input-output analysis, factor analysis and simulation, historians 
attempt to reconstruct dimensions of economic institutions from surviving primary 
data in order to reinterpret economic history while stressing the relationships between 
measurement and theory. In addition to the important early works of John 
R. T. Hughes (1970), Fogel (1966, 1970), Fishlow (1974), and McCloskey (1978), 
the works of McClelland (1975) and L. E. Davis (1970) also provide fundamental 
applications based on cliometric methods. Cliometric modelling applications have 
instigated sophisticated uses of ‘counterfactual’ conditional statements that consider 
what might have happened if a particular historical condition or event has been 
modified or omitted. As such, it isa manipulated experimental/ pro forma application 
to history. Counterfactual research allows the historian the possibility of discovering 
the consequences of changing the variables central to an observed historical event 
and of identifying consequences or magnitudes corresponding to states that were 
never realized. Observed differences in apparent consequences help the historian 
identify the role of a particular historical element in the observed historical outcome 
(Fishlow, 1974). Thus, an accounting example might develop the outcomes related 
to a counterfactual authoritative ‘standard’ for measurement or disclosure in order 
to provide another set of observations in contrast to those of historical origin. 
A counterfactual premise, stated in the form of a hypothetical question, would 
be for example: If the Securities and Exchange Commission had not issued 
Accounting Series Release 190, what would have been the FASB’s action with regard 
to inflation accounting in the late 1970s? (For more information on counterfactual 
source materials see Appendix C of our preceding paper.) 

Empirical approaches. An example can be found in Lewis, L. D. Parker and 
Sutcliffe’s (1984) paper on the development of corporate financial reporting to 
employees. From 216 publications identified by bibliographic search, a histogram 
of annual publications and a cumulative publications graph revealed relatively regular 
cycles of high and low levels of interest. Economic and social histories of the U.S. 
were reviewed for events and issues affecting labour. Those occurring near the periods 
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of high levels of interest in reporting to employees were identified, but those not 
recurring in every period of high interest were eliminated. Four factors appeared 
to stimulate an interest in reporting to employees. The sample of 216 publications 
was then re-examined to determine whether any reference was made to these factors 
by the authors of the publications. The findings generally supported the four factors 
as relevant to employee reporting. 

Further analysis of the publications’ content revealed fifty-six separate reporting 
issues, of which 55 per cent were discussed in four or more of the seven time- 
period blocks that constituted the 1919-79 period. Three factors were hypothesized 
as influencing the observed high level of issue repetition: 

l. The lack of recognition of prior research. 

2. The variable interest of management and accounting groups unacquainted with 
each other’s literature. 

3. The lack of cross referencing among nationalities. 

With respect to the first item, an examination of the footnotes and the 
bibliographies of all 216 publications on reporting to employees indicated that only 
6 per cent referred to a related publication in any period. With respect to the 
second item, the 216 publications classified by accounting/non-accounting author 
revealed a countercyclical relationship between interest shown by accountants and 
managers. With respect to the third item, almost all pre-1970 publications were 
of U.S. origin. Thus, overall, the evidence supported hypotheses one and two, but 
not hypothesis three. 

This research involved frequency tabulations; content analysis; triangulation tests; 
longitudinal analysis; time-period, author, and publication classification; and 
traditional approaches to the assessment of probable influence. 

In terms of quantity, examples of empirical work in accounting history research 
have been limited to date, but evidence as to the use of quantitative approaches 
to support historical interpretation 1s becoming more frequent. Recent examples 
of empirical and statistical studies include those by Freear (1982), Vangermeersch 
(1984), Brown and Easton (1986), and Dillon (1984). Dillon’s research, based on 
his dissertation ‘The Role of Accounting in the Stock Market Crash of 1929’, affords 
contemporary researchers a useful model for comparative historical investigation 
of the phenomenon of the 19 October 1987 Dow Jones Industrial Average market 
plunge. When combined with new software, such as the recently released Apple 
I] simulation series, ‘Model of the United States Economy from 1929 to 1933’, 
which supports counterfactual-type ‘what if? experiments with the economy during 
the Great Depression, substantial comparative research may be possible. As 
previously noted, application of computer techniques in conjunction with citation 
bibliometrics also holds promise in research relating to the development of accounting 
thought. 

Content analysis. In recent studies this approach has emerged as an addition 
to the quantitative methodologies available for accounting history research. 
Neimark’s (1983) paper on the use of content analysis in historical research 
demonstrates an index construction and graphical representation of dialectical 
themes in General Motors’ annual reports over sixty-one years. Committe’s (1982) 
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research also applies a content analysis method in an investigation of meanings 
applied to the term independence in the federal securities law hearings of the 1930s. 
Content analysis has many uses; an obvious one involves analysing the information 
content of corporate annual reports over extended periods of time. Such analysis 
may involve coding information and report characteristics, developing represen- 
tational indices for particular variables being observed, and graphing frequencies 
over time (Neimark, 1983; Lewis, L. D. Parker and Sutcliffe, 1984). 

Case method field based research. The case method represents a form of study 
that offers considerable promise for accounting history research. It has been 
advocated for accounting research in general by Hagg and Hedlund (1979), Post 
and Andrews (1982) and Kaplan (1984). Its emphasis on qualitative, holistic analysis 
makes it particularly suitable to historical research by allowing the researcher to 
look at problems as a whole and to take into account a multiplicity of variables. 
It offers a high degree of relevance in that it attempts to represent and analyse 
situations, including complex attributes, as they actually occurred (Buckley, Buckley 
and Chiang, 1976). Analysis and description of the research subject are facilitated 
and can be set within their historical context. The case method technique can be 
applied in longitudinal studies of patterns of development and is not limited to 
static, cross-sectional analyses. The historical studies of Johnson (1972, 1978) and 
Jones (1981) are examples of this research approach. 


Initiating Historical Research Projects 

‘What process do I follow to start an historical project?’ Although the reduction 
of such efforts to a set of general steps, particularly in interpretive work, is not 
appropriate, some points of evaluation can be identified (Table 2). The specific 
measures that relate to social science outcomes, such as step 6, might not be 
appropriate in assessing a narrative project. 


TABLE 2 


ELEMENTS IN A PROCESS OF HISTORICAL RESEARCH 


| Problem/hypothesis specification: statement of the object of inquiry 

Data identification and collection: procedure, type, scope 

Contextual relationships: cultural, social, technical, economic, and political 
Methodology: specification, testing, application and validation 

Evaluation of evidence: primary and secondary, reliability 

Causal assessment: probable, logical and interrelated multiple influences 


Statement of findings: specified in terms of objective of the research, statement of limitations 


oO uy DR A A WD N 


Conclusions and recommendations: statement of contribution, implications for research, policy and/ 
or practice, suggestions for further research 
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In historical research, as in all similar efforts, the findings must be facilitated 
by a clear explanation of the research method employed and the justification of 
its appropriateness to the questions being investigated and/or the hypothesis being 
tested. The researcher should provide a rationale for each element of the process, 
including source selection; analysis and verification of sources; a justification for 
time periods selected; the classifications of concepts, methods, or schools of thought; 
the role of primary and secondary sources; and the population versus sample selected 
for study. As warranted, the cultural, social, economic, political, and technological 
contexts should be considered in the process; if addressing matters of causation, 
the researcher should inquire as to the following: 

J. Have inferences and generalizations been drawn beyond the capacity and 
reliability of the evidence? 

2. Has the evidence been interpreted taking into account the social values, norms, 
and limitations of the period under scrutiny? 

Finally, the reader is entitled to a clear statement of research findings, as well 
as implications for accounting development, contemporary accounting, and future 
research for the reader’s further deliberation, particularly when the alternative is 
to leave the reader to speculate unaided. 


Further Research 

Many opportunities for further historical research exist. Narrative studies will 
continue to be written, spurred by those who are thoughtfully curious about an 
event, an individual, an idea’s origin or an institutional phenomenon. The interest 
in and need for longer term empirical investigation of markets’ phenomena may 
increase archival activity to develop data bases where opportunities for empirical 
work do not already exist. Interdisciplinary approaches to accounting history also 
offer challenges for researchers to examine the impact of accounting and the 
environment each upon the other (Hopwood, 1983). Considerable work also needs 
to be performed in causal, explanatory and theory-testing studies in accounting 
history. Institutional histories of both corporations and professional firms are needed, 
especially given the recent consolidation movement among major public accountancy 
firms. As noted by Bennett (1988): ‘Corporate histories are increasingly disappearing 
without a trace, as more companies are restructured, sold off, shut down or otherwise 
dismantled. And if corporate evolutions aren’t recorded, the lessons of the past 
will be lost.’ 

As specialization of practice functions, including attest-audit, advisory and 
taxation, continues to develop in an increasingly international capital markets’ 
environment, historical research can be expected to be involved in identifying the 
background and evolution of specialized conceptual and institutional issues. Specific 
historical studies relating to the evolution of auditing practices and theories; 
recognition and analysis of anniversary events (Commerce Clearing House, 1988); 
and the undertaking of historical inquiry related to comparative national] standards 
in reporting (Zeff, 1972a, 1972b, 1973), auditing (Needles, 1985), and taxation 
(Sinning, 1986) can each be expected to increase in the coming years. 
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Comparative national studies such as those pioneered by Zeff in the early 1970s 
represent one of the most challenging forms of future historical research. Zeff (1972b) 
observes with regard to this early work: 


In devising the research plan, I was surely naive. Mexico, I thought would be easy... I 
already knew the United States, and I felt that through correspondence | could come 
to understand the approaches in Canada, England and Scotland. Nothing was further 
from the truth. I learned that precious little had been written on the process . . . Without 
secondary resource material it became more imperative to unearth all the relevant 
documents, many of which had never been published. They had to be supplemented 
by interviews ... I soon concluded that visits would have to be made to each country. 


(p. vi)® 
CONCLUSION 


This paper has set forth a historiography of accountancy, including demonstrated 
examples about subject matter and methodology. Having provided references from 
accountancy literature and from other fields, particularly economics and general 
history, the paper has demonstrated that accountancy history continues to identify 
promising subjects and to develop techniques that will assist in deriving relevant 
knowledge for the present from the events of the past. 

Accounting researchers now may draw upon philosophical, conceptual, 
explanatory, applied, case study, counterfactual, quantitative and interdisciplinary 
applications in history. Historical research in accountancy offers useful insights 
into present and possible future issues, supplementing the ‘positive’ (is) and the 
‘normative’ (ought) with the ‘historical’ (was). l 

In both the American Accounting Association’s recent report, Future Accounting 
Education: Preparing for the Expanding Profession (1986, p. 183), and the issues 
paper of the major firm Arthur Andersen, entitled Perspectives on Education: 
Capabilities for Success in the Accounting Profession (1989, p. 8), the history of 
accountancy is noted as being a vital part of understanding the role of being an 
accounting professional. Accordingly, much opportunity exists for challenging and 
rewarding work in historical research and curriculum development to meet the 
information needs of society.’ . 

Put in another way, it is not a socially cost effective use of our intellectual capital 
to have to reinvent solutions that would otherwise be known to us through a well 
defined historical tradition. As two accounting academics recently observed: ‘We 
cannot understand, or economically evaluate accounting without this sense of history’ 
(Demski, 1985, p. 73); therefore ‘historical research should be a staple in any scholarly 
literature’ (Zeff, 1983, p. 134). 


6 See also Zeff (1972a), ten Have (1976), and L. D. Parker (1986a). 


7 The 1989 document states: ‘Post secondary education should provide a strong fundamental 
understanding of accounting and auditing. This includes the history of the accounting profession 
and accounting thought as well as the concepts, structure and meaning of reporting for... 
both... internal and external use.’ 
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Management Accounting and Service Industries: 
An Exploratory Account of Historical and 
Current Economic Contexts 


Management accounting’s development between 1880 and 1930 was rapid 
but subsequently truncated. This development was notable for its synergy 
with coincident economic and social changes and a reliance on impetus 
from the practical experiences of the members of other disciplines. Since 
World War II, advanced economies have become increasingly dependent 
upon their service sectors. The characteristics of service firms differ from 
those of manufacturers on a number of criteria including average number 
of employees. The accounting implications of these circumstances may 
include reappraisal of: the behavioural assumptions of management 
accounting; the roles of budgets; appropriate budget use styles; the utility 
of management accounting in ambiguous situations; and qualitative 
research into organizational contexts. 


Key words: Cost accounting; Management accounting; Service industries. 


Management accounting can be described broadly as involving the use of quantitative 
(particularly financial) data in the control of organizations. Accordingly, its history 
can be written using a number of frameworks: the changing emphasis given to 
various aspects of control (including cost estimation and determination); planning 
and decision making (Otley and Berry, 1983); or, perhaps, a more functional 
perspective — the development of techniques for accomplishing the various facets 
of control. Functional management accounting appears to have developed rapidly 
between 1880 and approximately 1930. During the latter part of this period engineers 
and business consultants prompted management accounting practitioners into 
devising accounting techniques to support the significant economic changes taking 
place. Unfortunately the last fifty years have produced fewer practical advances. 
On this score Kaplan (1984) notes, “Virtually all of the practices employed by firms 
today and explicated in leading accounting textbooks had been developed by 1925’ 
(p. 390). 

Whilst the view that management accounting has developed little over the last 
fifty years is not novel!, the literature has points of convergence and divergence. 


! See Garner (1968); Solomons (1968); Chatfield (1974); Wells (1978); Shillinglaw (1980); Kaplan (1984); 
Otley (1985). ; 


Jonn F. Lowry is a Lecturer, Department of Commerce, University of Newcastle. 
The author acknowledges the helpful comments and encouragement given by F. L. Clarke. 


159 


ABACUS 


Both traditional? and sociological analyses depict management accounting as having 
developed in a reactive way without recourse to academic impetus from scholars 
of accounting or other disciplines. The recent literature, however, assesses traditional 
histories as being asocietal and apolitical. That is, they provide narrow, bland 
accounts which fail to contextualize adequately the development of current 
accounting practice. In particular, conventional analyses are said to lack perspective 
on the changing ways in which control can be achieved (Neimark and Tinker, 1986, 
p. 370). 

This paper explicates the lack of change in management accounting during a 
period of manifest social, economic and technological upheaval. Significantly, the 
implications of the shift in the economies of advanced Western nations from 
manufacturing to service industry bases is largely ignored by accounting theoreticians 
and practitioners (Schoenfeld, 1980, p. 243}. By virtue of the lack of prior research 
into the management accounting consequences of the economic changes, the 
conclusions reached here are necessarily tentative. The perspective is explanatory; 
the aim is to discern, rather than resolve. 

The first two parts of this essay examine traditional and sociological histories ~ 
of management accounting to identify the major influences on the nature and timing 
of its development. The third section elaborates the extent and characteristics of 
the swing to service economies, and in particular the growing importance of small 
business enterprises. In the final section the possible implications of the issues 
canvassed and the observations made in the previous sections for the future 
development of management accounting are outlined. 


TRADITIONAL VIEWS OF THE DEVELOPMENT OF 
MANAGEMENT ACCOUNTING 


In the traditional literature there is a variety of explanations for what is perceived 
to have been a sudden, and then truncated, development of management accounting. 
Explanations tendered include an increase in the size and complexity of firms 
(Chatfield, 1974, p. 160); the intensive exchange of professional knowledge (Wells, 
1977); greater competition and the increasing difficulty of price fixing in the 
engineering industry (Solomons, 1968, p. 18); the pursuit of economies of speed, 
changes in the composition of demand and a quest for the centralization of economic 
gain within hierarchies (Chandler and Daems, 1979). But whereas each appears 
to have a place in the- history, these explanations are complementaries, and can 
be viewed to be insufficient, per se, particularly as explicators of the lack of 
development of management accounting post-1930. 


2 Traditional management accounting history appears to have two schools: technical (e.g., Solomons) 
and economic (e.g., Parker). 


3 Few references (none substantial) could be found which elaborate on the management accounting 
implications of this change. The search for references included use of The Accountants Index, 1975- 
87: the Management Contents Data Base for the period Une May 1988; and Comprehensive 
Dissertation Index Supplements, 1973-1987. 
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MANAGEMENT ACCOUNTING AND SERVICE INDUSTRIES 


Solomons (1968) notes that by the end of the nineteenth century in the United 
Kingdom there began a ‘steady absorption of small businesses by large’ (p. 18). 
Chatfield (1974) explains that in the 1870s the American economy was still largely 
agrarian and businesses tended to be small; ‘But by 1900 most major industries 
had become dominated by a few vertically integrated corporations’ (p. 160)*. The 
small businesses of that time, irrespective of technical issues, would have had less 
of a need for complex (and ‘costly’) control systems owing to the simplicity of 
operations and the proximity of owner/managers to workers. Nevertheless, large 
factory and ‘putting-out’ organizations existed prior to 1800 and substantial 
industrialization had taken place (in the United Kingdom) by 1820 (Wells, 1977, 
p. 48). This still leaves some sixty years of inaction before the period of management 
accounting’s most rapid development. 

There may have been interaction between the increase in the average size of 
firms and a change in the nature of the markets and marketing methods of, and 
the products being provided by, for example, the railways, telegraphic services and 
the mass marketers, which arose as early as 1860 in the United States. Chandler 
and Daems (1979) have suggested that the large modern firm first appeared in 
those industries in which activities could be coordinated more efficiently than the 
market place; there was “The search for economies of speed ... [which] forced 
the development of new monitoring systems and methods’ (p. 6). Without the 
employment of such methods the performance of the interdependent units could 
‘not have been directed effectively. . 

The view that accounting development was given significant impetus by a 
coincident increase in the level of competition during the ‘Great Depression’ of 
1873-96 is dubious. As Wells (1970, 1972, 1980) has forcefully argued with respect 
to current practices, the capacity of ex-post overhead-allocating cost systems to 
help set prices or assess operating efficiency is illusory. The claim of a cause-and- 
effect relationship between competition and the development of costing fails to 
explain why: (a) the principal developments occurred in America and not Britain; 
(b) the main advocates were mechanical engineers; and (c) ‘the total cost per unit 
of product was advocated in preference or in addition to departmental costs and 
to the exclusion of direct or marginal costs’ (Wells, 1977, p. 50). 

In contrast, the prominent role of the American Society of Mechanical Engineers 
(ASME) contributes to an explanation of these features. The ASME, formed in 
1880, contained an elite group of intensely commercially oriented professionals.5 
Within the association, information was freely exchanged: ‘The result was a “vast, 
mutually owned store of knowledge and experience” ’.6 This cooperative spirit 
contrasted sharply with the characteristically secretive behaviour evident in British 
commercial practice. ; 

The ASME utilized what now would be called a case study approach to the 
development of costing knowledge. The focus of their interest was engineering 


4 According to Maddison (1980, Table 3.2, p. 47) in 1870, 50 per cent of the American work force 
were employed in agriculture; this had dropped to 13 per cent by 1950. 


5 According to the historian Calvert (Wells, 1977, p. 51). 
6 Wells, 1977, p. 51, with a quote from Calvert. 
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enterprises concerned with job-order quotations and projects with unique 
specifications. It made sense to prepare quotations on the basis of expected total 
costs and output to control opportunity losses from accepting ‘less profitable’ 
contracts. Particular quotations could either be accepted or rejected, without loss 
to the firm, provided the volume of projects won over a period was consistent 
with expectations. | 


Dysfunctional Development Features 

Regardless of the comparative importance of various explanations for the pattern 
of management accounting development, certain features of that history are 
unfortunate (Parker, 1980). First, there were the long time-lags between the 
development of ideas in other disciplines and their meshing into management 
accounting. Second, management accounting practice did not reflect the impact 
of economic marginalism. Third, the pervasive influence of historical-cost-based 
financial accounting. 

A striking example of the inertia of accountants is the delay in the incorporation 
of discounted cash flow (DCF) techniques into accounting textbooks. These concepts 
were extensively discussed by railway engineers and economists in the 1880s. By 
the 1930s they were an established part of the economics literature. Whereas Canning 
(1929. pp. 135-8) draws upon the DCF technique, the mainstream accounting texts 
began to incorporate DCF methods only in the 1960s (Parker, 1980, pp. 271-5). 
Similarly, large time-lags are evident for adoption of ‘marginalist’ school concepts 
of differential analysis and variable costing. Human relations concepts are yet to 
filter into accounting in any significant way (Buckley and O'Sullivan, 1980, pp. 
71-8), due either to the time-lag effect or, more likely, a disregard for concepts 
which do not lend themselves to quantitative application. These concerns are 
heightened by evidence that practice lags further still behind textbook prescriptions 
(Scapens, 1980). 

The dominant full-cost regime of management accounting practice is inconsistent 
with neo-classical economic thought. This inconsistency is manifest in cost-plus 
pricing, which ignores the market specified relationship of price and output, and 
the distortion of marginal cost relationships caused by the allocation of fixed costs. 
Whilst generally critical of accountants’ lack of appreciation of economic theory, 
Parker (1980, pp. 264-71) finds supplementary reasons for the modest acceptance 
of economics. Importantly, economists have traditionally perceived their primary 
role as the giving of macroeconomic policy advice. They did not greatly concern 
themselves with applied organizational analysis and even less to writing for 
businessmen and accountants. When they did, they were ignored.” Under these 
circumstances accountants may have been influenced by classical theories of value 
— ù la Ricardo and Adam Smith, without necessarily having a concomitant awareness 
of the source. 

Financial accounting has, despite the arguments of some scholars, remained set 
in a foundation of historical cost. It has been preoccupied with historical transactions 


7 For instance Coase’s six articles in The Accountant, 1938, on differential cost analysis (Parker, 1980, 
p. 270). 
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rather than what actions present means allow. Financial accounting dominates 
academic research (Shillinglaw, 1980, p. 4) and governmental and professional 
pronouncements (Kaplan, 1984, pp. 409-10). For reasons of both behavioural 
conditioning (Parker, 1980, p. 267) and the costliness of dual systems of accounting, 
these circumstances may have constituted a significant restraint on the improvement 
of management accounting (Johnson and Kaplan, 1987, esp. Ch. 6). 


SOCIOLOGICAL PERSPECTIVES ON THE ROLE OF 
MANAGEMENT ACCOUNTING 


Over the past ten years a predominantly European-based literature has emerged 
which is critical of conventional histories and perspectives on the role of management 
accounting.’ Traditional work is perceived there to be myopically restrained to 
a level of applied organizational analysis. Development has been depicted as a 
progression from lesser to greater technical merit. Conventional accounts are said 
to lack critical self-reflection, failing to address evidence that accounting data are 
not widely used or understood.? This new research takes a more organizationally 
and socially aware look at accounting control and provides an alternative perspective 
of the role of management accounting. Economic or technical factors are dė- 
emphasized; instead, the social conditions determining the nature and importance 
of management accounting controls are addressed. 

Some of this work appears to have a Marxist flavour. And whilst it is heavily 
emotional in style, it nonetheless raises interesting issues and asks new questions. 
For instance, Neimark and Tinker (1986, p. 392) accuse accounting of mystifying 
and reifying structural inequality, thereby alienating individuals from personal 
development and emancipation. But most of the recent research is less politically 
extreme and, at times, is critical of the Marxist assumption of an unproblematic 
relation between economic interests and control techniques (Miller and O’Leary, 
1987, p. 236). Rather than being homiletic regarding the class struggle, it addresses 
a range of’ management accounting issues: accounting’s role as a social science; 
alternative theories of control (both static and dynamic); the conditions under which 
accounting might thrive or, alternatively, wither; and accounting as a metaphorical 
and interpretive constructor of reality (Morgan, 1988). 

As such, accounting is part of a broad movement within the social sciences 
concerned with efficiency and aimed at improving the well-being of individual persons 
and nations. Efficiency, per se, is gained through knowledge — a ‘calculative 
apparatus’, rendering visible deviations from ideal efficiency — a ‘calculus of 
expectations’. The thrust of social science is evidenced, for instance, by the rise 
of industrial sociology, management science, intelligence tests, national censuses 
and the scientific management movement (Miller and O’Leary, 1987, pp. 235-65). 


8 By far the leading medium for which is the journal, Accounting, Organizations and Society, first 
published in 1976. 


9 An extensive bibliography for this literature is provided by Miller and O'Leary (1987); and Covaleski 
and Aiken (1986). 
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Within this perspective “behavioural accounting’ is not seen as the sympathetic 
humanization of accounting but a consequence of the recognition of the 
motivationally complex decision maker and a new arena for the development of 
normalizing measurements. There is no schism between ‘scientific management’ and 
‘human relations’ schools, merely a different focus. 

This view of the commonality in the social sciences accommodates a wider 
perspective on the nature and role of management accounting systems than is usually 
accorded to them. According to Otley (1985): 


An emergent approach... is work... under the banner of management control systems 

.. a wider perspective has been sought, drawing eclectically from disciplines ranging 
from cybernetics and general systems theory, through social-psychology and organisation 
theory, to political science and economics. . . It focuses specifically on the control processes 
that operate in organizations ... [takes] a systems approach ... [is] holistic ... [and] 
concerned with the systemic consequences of actions. (pp. 15-16)!° 


A common theme of this literature is the mutable and equivocal nature of control 
processes. Control processes are perceived (Miller and O'Leary, 1987) as having 
changed over the last hundred years from sovereign to disciplinary, and by Covaleski 
and Aiken (1986) from simple to technical to bureaucratic. Others, for instance ` 
Meyer (1986), emphasize the impact of societal differences on the relative importance 
of accounting vis-a-vis other controls.'!! Dirsmith (1986), Hopper, Storey and 
Willmott (1987) and others link dialectical contradictions between individual rights 
and controls to deviance as a source of organizational learning. Hopwood (1987), 
applying this perspective in a case study of accounting and organizational change 
and their interaction, concludes that in the three organizations studied there was 
no unproblematic pattern of accounting change. Rather, particular configurations 
of issues and practices provided a context for, and shaped the development of, 
specific accounting changes. 


Resume 

Four weaknesses in management accounting theory which may have contributed 
to the modest rate of development have been identified. First, the absence of a 
concern to place management accounting in its changing social environment, 
particularly after World War I1. Second, the failure to acknowledge the commonality 
of accounting and other social sciences. Third, the overly narrow view of how 
organizational control is exercised. Finally, there is the underemphasis given to 
informal controls and the role of factors, including behavioural variables, which 
are immeasurable. 


10 Whereas this current, European-based, emphasis on a multi-disciplinary perspective has reached a 
point of prominence, this approach virtually describes the scholarly style of Chambers. See, for 
instance, Chambers (1974). Chambers, however, did not distinguish between financial and managerial 
accounting. 


L In particular the greater reliance by German firms on bureaucratic control as a substitute for accounting 
control. D. T. Flamholtz (1983, pp. 147-51) holds consistent views. 
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The next two sections of this paper draw on both contemporary and established 
developmental perspectives to identify the implications of some fundamental post- 
World War II economic changes. 


POST-WORLD WAR Il STRUCTURAL ECONOMIC CHANGES 


The increasing post-World War I] deployment of resources in the service or tertiary 
sectors of developed economies has been a significant change in global economic 
circumstances. This change is quantified in Table 1. 


TABLE | 


RELATIVE CONTRIBUTION OF THE SERVICE SECTOR 
TO DEVELOPED ECONOMIES 


GDP Employment 
1976 1870 1950 1976 
% % % % 
Australia ; na 32.0 48.9 60.8 
OECD average 52.9 23.7 38.7 55.6 


Note. Percentages shown are of total national GDP and labour force. The figure marked na was not 
available from this source. The OECD average is cf 12 countries that are currently prominent nations 
belonging to the Organisation for Economic Cooperation and Development. 

Source. Adapted from Maddison (1980, Tables 3.2 and 3.4). 


The undeveloped state of research into service sector firms does not lend itself 
to providing a generally accepted definition of the service sector. Most statistical 
analyses seem to treat all firms other than manufacturers, miners and primary 
producers as service enterprises. The Australian Bureau of Statistics, for instance, 
lists the following industries as belonging to the tertiary sector: construction; 
wholesale and retail trade; transport and storage; communication; finance and 
business services; public administration; community services; entertainment, 
recreation and personal services (Tucker, 1977, p. 24). Data relating to the 
construction industry are excluded from the tables and figures in this paper unless 
otherwise indicated. 

During the period 1870-1976 the importance of tertiary industry, as indicated 
by relative employment levels, has increased substantially. The 1976 average OECD 
national GDP figure indicates that the importance of service sectors, assessed on 
GDP contribution, is comparable to that indicated by relative employment levels. 
Data relating to Australia illustrate the trend. As at 1971/72 the gross product 
share and workforce share of the Australian tertiary sector were 55.7 per cent and 
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55.6 per cent, respectively.'2 Recent Australian Bureau of Statistics (ABS) data 
indicate that between August 1985 and February 1988 the employment growth rates 
for secondary and tertiary sectors were 4.2 and 17.9 per cent respectively. '3 


Contributing Factors 

Examination of the factors underlying the drift of resources into the service sector 
exposes the nature of the changes and indicates the likelihood of its continuation. 
Between 1950 and 1976 the average real GDP per head of population in leading 
OECD countries has increased by 133.9 per cent (Maddison, 1980, p. 46). Engel’s 
law predicts that, with increasing income, the demand for some products will increase 
by a disproportionate amount. These items will be ‘superior’ products, for example 
recreational services, with high income elasticities of demand whose consumption 
is highly desirable without being necessary to sustain less affluent lifestyles (Tucker, 
1977, p. 17). 

Probably of greater importance are the coincident changes in the pattern of world 
trade. Between 1955 and 1969 world trade increased in real terms by an average 
of 7.6 per cent per annum. The real growth of trade in manufactured goods was 
10 per cent per annum (Pinder, 1976, p. 344). According to Youngson (1976): 


economic development in Western Europe during the last fifty years has taken a very 
similar course in most countries ... men and women now earn their living and pass 
their lives in much the same way in all these countries. Differences between countries 
have been further reduced by international trade ... so that people throughout these 

_ regions [Western Europe and North America] produce and consume... products which 
are not only similar but are in many cases identical. (p. 177) 


World manufacturing has become centralized under the influence of a convergence 
of consumption patterns and freer postwar trade, facilitated by the General 
Agreement on Tariffs and Trade and nurtured by the rise of industrial production 
in developing countries. By 1972, 34 per cent of world trade was sourced outside 
of Europe, Japan and the United States!4 (Pinder, 1976, p. 365). During the 1970s, 
the prominent developing economies of Mexico, Brazil, Taiwan, South Korea, 
Malaysia, Singapore and Hong Kong increased their exports of manufactured goods 
to the United States and Europe at annual rates of between 30 and 50 per cent 
(Hormats, 1980, p. 6). 

Now undifferentiated manufactured goods, produced by the newly industrializing 
countries and being consumed to an equivalent degree by most developed nations, 
is the prevailing pattern. Domestic economies of developed nations are now 
concentrating on the provision of services and the manufacture of high technology 
and/or otherwise differentiated products. 


12 Tucker, 1977, Tables 1.3 and 1.8, pp. 29, 35. Data for the building and construction industry has 
been excluded for consistency with the figures taken from Maddison, above. 


3 Private sector only, excluding the abnormally high growth in the construction industry. Adapted 
from ABS Survey of Wage and Salary Earners, September 1985 and March 1988a. 


'4 Excluding intra Western European and intra Eastern European trade. 
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FIRM PROFILES: SERVICE AND MANUFACTURING 
SECTORS COMPARED 


No detailed analysis of the similarities in, and differences between, service and 
manufacturing firms exists in the accounting literature. Accordingly, a review of 
relevant economic statistics and organizational theory discourses provide a starting 
point for discerning the role of management accounting in service firm management. 

Apart from the obvious differences of the nature and measurability of the output 
of service and manufacturing firms respectively, economic statistics indicate a 
significant contrast in average firm size. Other microeconomic distinctions include 
the extent of use of part-time and female staff and the proportion of employees 
at a managerial or professional level. Likewise, organizational theorists have found 
a contrast in various structural features of service firms vis-a-vis manufacturers. 
These differences relate to managerial spans of control and hierarchical levels (and 
their sensitivity to task complexity); the interaction of firm size and task complexity; 
the relationship between intrinsic work values and decision decentralization; the 
relationship between structure, environment, technology, and preferable modes of 
control. 


Economic Statistics 

Table 2 shows, on the basis of their respective workforces, distinct contrast in the 
size profiles of firms between the manufacturing and services sectors, with 39.1 
per cent of tertiary sector employment positions in firms employing fewer than 
twenty and 62.7 per cent of positions in firms employing fewer than a hundred 
persons. 


TABLE 2 


EMPLOYMENT ANALYSED ACROSS EMPLOYER SIZE: 
AUSTRALIAN PRIVATE SECTOR 
AS AT FEBRUARY 1988 


Employer Size (Persons) 
< 20 20-99 < 100 100 + Total 


% % % % % 
Manufacturing 17.7 20.8 38.5 61.5 100 
Services 39.1 23.6 62.7 37.3 100 
Combined 33.4 22.8 56.3 43.7 100 


Source. Adapted from ABS (1988), March quarter. Minor rounding differences arise from source data. 


These data are for employees only. They exclude the significant proportion of 
the total Australian workforce who own, or work as unsalaried family members 
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in, small firms. Directly comparable data measuring these strata of the Australian 
workforce are unavailable. As at May 1986, however, the Bureau of Industry 
Economics (BIE, 1987, p. 18) estimated that 51.6 per cent of the private sector 
workforce worked for small firms. The BIE’s definition of small firms captures 
those for which fewer than twenty persons worked, except for manufacturing,!> 
where the relevant upper limit was one hundred persons. In contrast, the 
corresponding ABS figure for ‘employees only’ at that time was 38.9 per cent. 
Jt is therefore reasonable to infer that something in the order of 65 per cent or 
more of the Australian private service-sector workforce is employed in firms 
employing fewer than one hundred persons. Some of the accounting implications 
of this are discussed in the final section. 

There is a clear trend in Australia towards part-time employment and greater 
participation by females in the workforce. For example, over the four years ended 
August 1987 female employment as a proportion of total employment increased 
from 40.2 per cent to 43.1 per cent (ABS, September 1987, p. 2). In 1971, females 
comprised 32.1 per cent of the workforce (Tucker, 1977, p. 37).16 Over the four 
years ended August 1987 the number of part-time employees grew by 38.4 per 
cent to constitute 30.0 per cent of total employment positions (ABS, September 
1987, p. 3). In 1971, part-time workers comprised 10.4 per cent of the workforce 
(Tucker, 1977, p. 37). Growth of female and part-time employment is closely 
associated with the high participation of females and male part-time workers in 
the industries displaying the strongest growth trends. 

On several counts these data are relevant to the study of accounting control 
techniques. Accordingly to E. G. Flamholtz (1983), management accounting is only 
part of an organizational control system. Its control means are technical but 
ultimately its ends are behavioural (Hopwood, 1974a). The change in the 
characteristics of the workforce justifies consideration of the continued behavioural 
effectiveness of accounting techniques developed to be employed under different 
conditions. For instance, Knights and Collinson (1987, pp. 457-77) found a gender- 
related difference in the effectiveness of managerial psychology and accounting 
controls. Accounting data were perceived as ‘masculine’ in orientation, that 1s, 
practical, independent and tough. Thus, accounting was found to be more effective 
than managerial psychology approaches in controlling male shop floor workers. 

Employee structure is significant in another dimension, too. Whether male or 
female, the proportion of professional staff has been found to be a factor determining 
the need for, and functioning of controls (including accounting), in an organization 
(Etzioni, 1961; Ouchi, 1979; Covaleski and Dirsmith, 1983; Meyer, 1986;). Table 
3 shows marked differences across sectors in the proportional use of managerial 
and professional staff. 

Congruence of management and employee goals is a critical determinant of the 
need for formal controls. In this respect two readily apparent consequences of the 
far higher utilization of professional (including para-professional) staff by many 


15 Also mining and utilities, although these industries do not employ significant numbers. 
ié That is, both employees and the self-employed. 
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TABLE 3 


PROPORTIONATE USE OF MANAGERIAL AND PROFESSIONAL STAFF 
ANALYSED ACROSS EMPLOYMENT SECTOR: AUSTRALIA 
AS AT FEBRUARY 1988 


een Sean Ors} Professionals raras Total 
managers professionals 
% % % % 

Manufacturers 6.9 5.6 D2 14.7 
Wholesale/ 

retail trade 15.6 2.9 1.2 19.7 
Other service 

industries 6.0 21.5 10.2 37.7 


Note. Percentages shown are of total employed persons per industry or industry group. Other service 
industries excludes the construction industry. 
Source. Adapted from ABS (1988b). 


service firms relate to the internalization of shared values. Insofar as the shared 
values of professional staff are consistent with an organization’s negotiated goals, 
those firms will fit Etziont’s (1961) concept of normative organizations. This implies 
a reduced need for formal controls to inculcate, monitor and promote achievement 
of firm goals. Conversely, should professional values conflict with managerial 
preferences, organizational control mechanisms are ceteris paribus, more likely to 
be ignored or corrupted (E. G. Flamholtz, 1983). 


Some Relevant Organizational Theory Research 

Apart from the work of Mills, there seems to have been little research by organization 
theorists into the organizational processes of service firms (Ouchi, 1979; Mills, 1986; 
Jones, 1987; Lefton, 1988). Such a narrow literature base heightens the need to 
regard the following analysis as necessary, but highly exploratory. Accordingly, 
Lefton (a sociologist) criticizes Mills’ work as: ‘theoretically speculative rather than 
the product of empirical research’ (1988, p. 330) and largely devoid of guidelines 
for practical implementation. He does, however, suggest that Mills is successful 
in establishing the need to consider service organizations to be different from 
manufacturers, providing some empirical evidence in regard to the issues of 
organizational design and decision making. 

Mills (1986) conducted a study of the structure of forty-one service firms and 
compared his results with those from the more numerous empirical investigations 
of manufacturing enterprises. He addressed three significant contrasts. The first 
structural distinction concerned managerial spans of control and their relationship 
with task complexity. A second difference related to the number of management 
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levels and (again) their sensitivity to variations in task complexity. The final contrast 
related to the minimal impact of firm size on the above structural features. Within 
the framework of contingency theory these findings were used to suggest that, for 
service firms, the relationship of technology and structure is weakened by the necessity 
to decentralize decision initiation and review. 

In contrast, it has been found that as complexity increases in manufacturing 
firms, spans of control decrease (Woodward, 1965; Zwerman, 1970). This was 
attributed to the increase in difficulty of monitoring and advising subordinates 
as planning and standard setting became more problematical. Mills was surprised 
by the independence of service firm control spans and complexity. He ventured 
the view that even the simpler forms of customer/service-employee encounter may 
be so idiosyncratic, and thus resistant to prior specification that supervisors play 
a supportive role rather than one oriented to monitoring compliance to organizational 
rules. l 

A similar contrast was found in respect of the spans of control of chief executive 
officers (CEOs) in service firms. The number of direct subordinates was found 
to vary inversely with task complexity. In manufacturing firms it seems that the 
scope for rule specification and functional specialization allows CEOs to supervise 
by monitoring managerial compliance with specified rules. Increasing complexity, 
at least to some limit, is responded to by increased horizontal differentiation and, 
hence, CEO span of control. In service firms it may be that their relative lack 
of functional specialization and procedure specification initiate a reduction in 
supervisory span as complexity increases. 

The finding of a decrease in levels of management with increasing task complexity 
can be explained in like manner. As tasks become more heterogeneous and means- 
ends relationships more ambiguous, employees must be given greater autonomy 
to implement decisions and to monitor the results of their decisions. Under these 
conditions, organizational control is not facilitated by an increased vertical spread 
of decision power. Work groups are customer (not functionally) based, which limits 
the scope for lengthy chains of command. 

When the above structural features were examined in relation to firm size, the 
‘two spans of control did not vary whereas the number of levels of management 
did (see Table 4). 


TABLE 4 


SERVICE FIRM SIZE AND NUMBER OF MANAGEMENT LEVELS 


Number of Employees 


100 or less 101-499 500 or more 
Median Range Median Range Median Range 
2 2-3 3 2-4 4 3-5 


Source. Adapted from Mills (1986, Table 4.9). 
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The non-representative size categories used by Mills detract from the significance 
of the findings displayed in Table 4. For instance, in both Australia (Table 1) and 
the United States (Mills, 1986, pp. 8-9), over 60 per cent of private-sector service 
staff work in firms employing less than a hundred persons. As at 1975, around 
80 per cent of Sweden’s service workers were engaged by firms employing less 
than 500 persons (Mills, 1986, p. 9). In the United States the percentage of service 
employment in the under-250-worker category was approximately 77 per cent, based 
on 1982 data (Mills, 1986, p. 9). Notwithstanding the direct relationship between 
organization size and number of management levels, the vast majority of service 
firms have three or fewer management strata. 

Mills did not control for complexity in reporting the relationship between the 
three structural features studied and size. This shortcoming is highlighted by the 
earlier finding that task complexity was inversely related to the number of 
management levels. It is likely that service firms with high task complexity rarely 
have either more than two levels of management or a hundred employees. Conversely, 
other service firms might come closer to resembling manufacturers in both their 
size and propensity for hierarchical structure. Elsewhere in his book (pp. 27-9) 
Mills suggests that most large service organizations are of the maintenance-interactive 
(low complexity) type. In addition, approximately 43 per cent of Australian private- 
service-sector employment in medium and large firms is found in one low complexity 
industry: retail and wholesale trade.!? 

Mills also reported an empirical investigation into the role of work values in 
organizational decision making in service and manufacturing firms. Simon (1957) 
had suggested that observable structure, for example, division of labour, work group 
size, and set procedures, are complemented by subjective structure, that is by the 
prevailing values of organizational members and their relationship to the activities 
of the organization. Subjective values impact upon the perception of events, the 
interpretation of their significance, and the evaluation of what actions are possible 
or desirable. Under conditions reasonably presumed to be representative of the 
environmment facing service firms -- heterogeneous tasks and ambiguous means- 
ends relationships — it is expected that objective structure will diminish in importance 
relative to subjective structure. 

The data gathered confirmed that intrinsic work values correlated more highly 
with decentralized decision making in service firms than they did in manufacturing 
firms. Intrinsic values were operationalized as the perceived importance of 
responsibility, challenge, achievement and meaningful work. The coefficients of 
correlation obtained between a composite measure of these four work values and 
perceived decision autonomy, together with other selected coefficients, are shown 
in Table 5. 

Correlation does not prove causation, however Table 5 indicates that in service 
organizations work values are correlated with firm-wide perceived decision autonomy 
more highly than any other measured variable. The difference between that 
correlation and its equivalent for manufacturers is statistically significant (p < .001). 


'7 Medium to large refers to an employment level of one hundred persons or more. This datum was 
extracted from ABS (1988a). 
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RELATIONSHIPS BETWEEN OBJECTIVE STRUCTURE, TECHNOLOGY 
AND WORK VALUES: 
MANUFACTURING AND SERVICE FIRMS COMPARED 


Variable Services Manufacturing 
ST TC TI ST TC TI 

Structure (ST) 
Task Complexity (TC) AAY Zon 
Task Integration (TI) -.04 .04 —,24***  24FF 
Intrinsic Work Values (IV) BA .26* 14 46* 29%  —,24** 
Convenience Work 

Values (CV) .61* .29* 02 a” Lt -—,]O¥** 


*p<.001. **p<.0l. *** p<.05. 
Source. Adapted from Mills (1986, Table SA-2). 


Furthermore, Mills’ hierarchical regression analysis and path analysis (1986, pp. 
95-8) indicate that work values have a strong direct effect on objective structure 
and a minimal effect on technology, which in turn has a minimal direct impact 
on objective structure. 

Despite Lefton’s (1988) criticism of Mills’ theoretical analysis, the empirical 
evidence gathered provides a worthwhile foundation for an initial understanding 
of organizational processes in the tertiary sector. Accordingly, it seems that service 
firms are characteristically small enterprises with short spans of control and chains 
of command. These non-hierarchical tendencies are resistant to increases in firm 
size up to a size of, at least, 200-300 employees. Almost all service firms fall within 
these limits and provide around 75 per cent of service-sector employment. 

Unlike manufacturers, variations in technology (how input is transformed into 
output) do not result in structural change through functional specialization (exception 
reduction). Instead, increased complexity leads to the authorized devolution of 
decision making authority (decision initiation and control) to the outer, operational 
core of service firms. An essential mechanism of organizational control in service 
firms is subjective structure. Control over the contribution of decision making service 
employees to negotiated goals is sought by inculcation of work values thought 
to be consistent with desired organizational outcomes. 

Although not empirically supported, Mills (1986) discusses the issues of 
environment (Chapter 2), technology (Chapter 3), and control (Chapter 7) in relation 
to service firms. Service firms are seen as especially environmentally dependent. 
As a consequence, performance evaluation is hindered by the difficulty of 
distinguishing between the effects of state variables and agent effort. Technology 
for manufacturing firms is the way they produce a valued product for sale. In 
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contrast, technology is the product of service organizations because, unlike 
manufacturers, they have open system-productive cores in constant interaction with 
their environment. That ts, production occurs at the interface of service employees 
and client/customers; not at sites remote from clients/customers. Furthermore, 
employee self-control is paramount owing to the difficulty of both behaviour and 
output control. 

The environmental sensitivity of service firms arises, primarily, from four factors: 
~ ease of transfer of innovations, size, ease of competitive entry and inability to buffer 
the productive core from high task and information variety. New services or methods 
of delivering them are often more visible than the physical innovations of 
manufacturers, and less capable of proprietary protection (e.g., by patents) — these 
factors, plus the low capital barriers to entry and smallness, increase the 
interdependency of firms and environmental dynamism. ‘Niche’ marketing is one 
(strategic) response to these circumstances and is aimed at reducing the breadth 
of environmental influences on the operations of the firm. l 

Without dismissing the importance of the above, the most critical factor leading 
to the environmental dependency of service organizations is the a priori involvement 
of customers in the production of services. Generally, the individual customers of 
manufacturers consume relatively undifferentiated products ex stock without pre- 
production specification of individual requirements. Conversely, in service firms 
customers purchase a valuable but intangible contribution towards the satisfaction 
of some want or need. As the complexity of these needs increases there is a greater 
need to involve customers in detailed specification of their needs, to sustain their 
interactions so as to gather feedback on the effectiveness of services provided, to 
assess the viability of alternative procedures as they become apparent, and finally, 
to negotiate an orderly termination of services. 

Mills identifies three types of service organizations: maintenance-interactive, task- 
interactive, and personal-interactive. Firms are so categorized according to the 
amount and nature (equivocality) of information exchange, the frequency and 
duration of contacts with customers, and the certainty of means—ends relationships 
surrounding the service provider’s skills. Any multiple-dimension taxonomy raises 
the possibility of individual firms having attributes common to more than one 
archetype. Nevertheless, archetypes assist in clarifying relationships and in theory 
building despite their generality. 

Maintenance-interactive organizations (for example, fast food restaurants and 
retailers) face stable environments and have relatively simple exchanges with 
customers and other elements of their environment. These characteristics permit 
more extensive pre-specification of procedures and utilization of economies of scale 
. than exhibited by the remaining two archetypes. Customer interactions are frequent 
and short with a high degree of knowledge about customer requirements and the 
(usually simple) means of satisfying them. In contrast, both task- and personal- 
interactive firms face complex, uncertain environments. The uncertainty facing task- 
interactive organizations (e.g., accounting, engineering, and advertising firms) 
concerns the combination of procedures to be used to respond to comparatively 
well understood customer wants. Deciding on a particular set of tasks frequently 
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requires a large amount of information to be provided by the customer. Personal- 
interactive enterprises (e.g., doctors and social workers) encounter an additional 
source of complexity. This complexity comes from considerable doubt over the 
nature and extent of customer problems. 

The involvement of customers is as central to service firm technology as it is 
to the relationship of service firms and their environment. Following Emery and 
Trist (1965), technology can be taken to be the way input is transformed into output. 
For service organizations this comprises problem-solving intervention in the affairs 
of clients. This intervention is the essence of service and involves the customer 
in the provision of information input, task selection, and identification of desirable/ 
achievable outcomes. Thus, for service firms, technology is the product. 

The involvement of customers in the production of service varies from relatively 
high to relatively low. Maintenance-interactive firms are able to render services 
with only simple inputs from customers (for example, the selection of standard 
menu items). Task- and personal-interactive enterprises have a comparatively high- 
encounter technology in response to the uncertain and individual requirements of 
their customers. Maintenance-interactive firms, like manufacturers, have a closed- 
system core technology permitting the rationalization of production through the 
establishment of standards of performance. Conversely, complex-interactive firms!8 
have an open-system core technology enabling greater information processing but 
inhibiting the establishment of performance standards. This is a core technology 
in importance rather than one buffered from the environment as are closed-system 
technologies. 

Consequent to his emphasis on subjective structure, Mills stresses the role of 
social controls within service firms. The observation aspect of control can be achieved 
by process monitoring or output monitoring. Process control, where possible, is 
preferable because it is more timely. As complexity increases in service firms, 
uncertainty over means-ends relationships reduces the effectiveness of process 
control. Output measurement displaces process control; although it too has 
limitations as the effectiveness of a service encounter is subject to the effects of 
customer contribution and other state variables. Formal controls are thus of lesser 
importance than social controls implemented through, for instance, staff training 
aimed at the promotion of firm and professional value systems. 


THE IMPLICATIONS FOR MANAGEMENT 
ACCOUNTING DEVELOPMENT 


When the pattern of employment in Australia is analysed by industry sector and 
firm size (dichotomized around a size of one hundred persons), the narrow and 
socially questionable focus of most management accounting research is brought 
into view (see Figure 1). 


'® That is, task- and personal-interactive organizations. 
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FIGURE | 


EMPLOYMENT CONTRIBUTION AND THIRTY MONTH GROWTH: 
AUSTRALIAN PRIVATE SECTOR, FEBRUARY 1988 


13.7% 23.5% 
100+ [Growth -0.7%] [Growth 20.2%] 
Size of 
business l 
(employees) 9.8% 52.8% 


< 100 [Growth 13.2%] [Growth 16.5%] 





Manufacturing Service 


The term employees refers to employment positions. Employment contribution percentages shown are 
of total employee positions in Australia excluding those in agriculture. Manufacturing includes a small 
number of mining and utilities positions. Service numbers are inclusive of the construction industry. 
Source. Derived from ABS (1985, 1988a), September and March quarters, respectively. 


Cell A (large manufacturing) enterprises have, it seems, been the overwhelmingly 
greatest beneficiaries of research. This is probably attributable, in part, to the 
historical origins of contemporary practice. The small proportion (13.7 per cent) 
of employment positions provided by Cell A firms and their recent negative growth 
suggests that research attention might be directed at other kinds of enterprises. 
Clearly the economic importance of small firms is paramount. The underlying 
assumption of most research in the past appears to be that control issues of any 
significance are confined to larger businesses. Similarly Cell C (small manufacturing) 
and Cell D (small service) enterprises appear to have been rejected as research 
sites. Given the above data, it is doubtful that a greater social benefit arises from 
research into the control needs of only Cell A firms. Furthermore, on the grounds 
of employment size (23.5 per cent) and growth (20.2 per cent), there is considerable 
merit in researching the control needs of Cell B (large service) firms. 

Based on the immediately preceding analysis, plus the circumstances and 
characteristics of service firms outlined earlier, it is possible to generate a range 
of propositions about the likely role and development of management accounting 
in the modern service economy. A primary developmental task should comprise 
a re-examination of the behavioural assumptions of management accounting. 
Existing budgetary literature suggests that a budget-constrained style of evaluation 
of accounting information is particularly inappropriate, given the identified 
characteristics of service firms. The importance and practicality of various traditional 
uses of budgets differ. It is also likely that any established technique which assumes 
either large-scale repetition (e.g., learning curves) or high means-ends knowledge 
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(e.g., standard costs) will have significantly less application.'9 Certainly, much of 
the core of cost accounting — inventory valuation techniques — is not generally 
applicable to service organizations. Means—ends uncertainty also increases the poorly 
understood constitutional role of management accounting. Finally, and perhaps 
most importantly, the service environment underscores the importance of both 
research into the organizational context of management accounting and critical 
consideration of what we conceive of as progress in this discipline. 
The behavioural assumptions of management accounting have been subjected 
to the critiques of Caplan (1966) and McRae (1971). These criticisms, however, 
have not been informed by an account of the relative circumstances of service 
firms. This comparison suggests that a higher proportion of organizational members 
are not overwhelmingly motivated by economic forces. Work is less extensively 
seen as an unpleasant task which employees avoid whenever possible. Organizational 
effectiveness here is far too nuanced to be fairly surrogated by short-run profitability. 
The management task is less likely to require control of employee tendencies to 
be lazy, wasteful and inefficient; rather it tips away from authority and towards 
support. Management authority is not so much hierarchically allocated as 
environmentally determined. Management accounting is, thus, not an objective goal- 
allocation device. Instead, greater importance attaches to its capacity to contribute 
to the control of exchanges between the organization and its environment. Hopwood’s 
(1974) warning against uncritical, ideologically driven conceptions of accounting’s 
roles in model management approaches can be somewhat relaxed — there is evidence 
that management should be, and is, less authoritarian than in manufacturing firms. 
- It is largely behavioural considerations which suggest that the budget-constrained 
style of accounting information use is dysfunctional in complex, uncertain 
environments (Hopwood, 1972, 1974b; Otley, 1978; Hirst, 1981, 1983; Govindarajan, 
1984). Hopwood (1974b), for instance, found that this budget use style was associated 
with high structure, low consideration, leadership. Such a leadership style seems 
quite inappropriate in, at least, complex-interactive service firms. Govindarajan 
(1984) found evidence of superior performance where high perceived environmental 
uncertainty was accompanied by subjective performance appraisal rather than 
through a formula-based assessment. Similarly, under conditions of high relative 
uncertainty greater reliance on accounting performance measures has been found 
to be associated with increased job-related tension (Hirst, 1983). In view of the 
higher levels of motivation exhibited by decision makers in service firms, additional 
job-tension from assessment procedures would be counter-productive. Such tension 
might lead to avoidable staff turnover and, as a consequence, reduce the benefits 
from firm socialization processes (e.g., staff training). 


19 Yakhou’s (1985) findings support this premise. His evidence was gathered as part of an organisation- 
theory dissertation on the adoption of innovations by manufacturing and service firms. The innovations 
chosen were selected management accounting techniques. He found a relationship between size and 
adoption rate. Unfortunately, the sample was not representative of service firms (it was selected 
from a list of Europe’s top 10,000 companies) and the theoretical discussion accompanying the empirical 
work is limited. 
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Budgets may fulfil different functions for service firms than they do for 
manufacturers. Traditionally, budgets are regarded as providing (a) a system of 
authorization, (b) a means of forecasting and planning, (c) a channel of 
communication and coordination, (d).a motivational device, and (e) a means of 
performance evaluation (Emmanuel and Otley, 1985, p. 110). Using a historical 
analysis Parker (1986) demonstrated that the governmental origin of budgets and 
the content of accounting literature are consistent with expenditure control as the 
primary use of budgeting. Given the difficulty of measuring the output of service 
firms and the flexibility of resource utilization in complex-interactive organizations 
(labour is more flexible than capital), the closed-system rigidity required for budgets 
to act as a system of expenditure authorization is lacking. 

The pre-eminent role of budgets in service firms should be as a means for loose- 
coupling and organizational learning (Covaleski and Dirsmith, 1983). Forecasting 
(and thus planning) is problematical, fer manufacturers (Cooper, Hayes and Wolf, 
1981; March, 1987). Hence, budgets may provide the medium in which constructive 
theorizing can take place about the indeterminate interaction of the service firm 
and its environment and the similarly multiple ways in which the firm’s resources 
can be marshalled in response to environmental stimuli. Hedberg and Jonsson (1978) 
suggest that accounting information systems should cyclically support organizational 
change and provide various system characteristics which may facilitate this process.?0 
Periods of change should, they argue, be interspersed with intervals of relative 
stability when rationalization of internal processes is optimal. Given comparative 
environmental uncertainty, and the nature of this proposed budgetary role, 
participation is likely to be a desirable feature of service firm budgeting (Chenhall 
and Brownell, 1988). Indeed, there is evidence from two hospital-based case studies 
that this is so (Covaleski and Dirsmith, 1983; Coombs, 1987). 

There are grounds for questioning the extent to which budgets are likely to act 
as either coordinative or motivational devices in service firms. It seems that the 
open-system (simultaneous production-consumption) relationship service firms have 
with the environment militates against the adoption of simple, functional 
specialization and pooled interdependence. Specialization is more likely to occur 
at the organizational than the work-group level. That is, the firm restricts the services 
that it provides and then utilizes self-contained, multi-skilled work groups (Jones, 
1987). In contrast, manufacturers with characteristic pooled-sequential interdepend- 
ence require more formal coordination to ensure orderly input/output flow between 
departments and the compatibility of production level and sales. 

Instead of coordination, service firms are more in need of budgetary insights 
into the uses of alternative levels of resources. This aspect is linked to the likely 
role of budgets as a means for loose coupling and organizational learning. Service 
organizations are more flexible than manufacturers for environmental reasons and 
also because labour has more short-term flexibility than capital. Short-term resource 
allocation is thus less of a zero-sum game, at least for modest increments to labour, 
given the comparative independence of work groups in service firms. 


20 See also Cooper et al. (1981). 
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Budgets should not be as important a motivating device in service firms because 
staff members are already motivated through social conditioning and selection 
procedures. The quantitative standards of performance capable of being incorporated 
into budgets are likely to be less complete than for manufacturers. Rewards for 
the achievement of such benchmarks would encourage conformity to measurable 
standards rather than desirable behaviour, or some form of dysfunctional behaviour 
(Hopwood, 1974b). Budgetary motivation, however, is dependent upon the 
expectancies that work effort will lead, in turn, to budget achievement and valued 
rewards (Emmanuel and Otley, 1985, pp. 59-60). The first necessary expectancy 
is also invalidated owing to the significant influence of state (non-controllable) 
variables in this environment. 

For similar reasons the ostensible role of budgets in performance evaluation is 
limited although this premise is tempered by an ambivalence, shared with Cooper 
et al. (1981), over the constitutional role of management accounting (see also Hayes, 
1983; Tiesson and Waterhouse, 1983; Meyer, 1986). This contradiction can be resolved 
in part by distinguishing between managerial and service-group performance. 
Managerial evaluation is invalidated by the non-controllable factors; whereas the 
performance of individual services (or related product-groups) may with greater 
validity be assessed notwithstanding the vicissitudes of state variables. Performance 
assessment under conditions of high means-ends ambiguity and, therefore, high 
monitoring costs, is facilitated by the accumulation of performance histories as 
an alternative to single-period performance measures (Tiesson and Waterhouse, 
1983). 

Furthermore, the constitutional, or enacting, role of management accounting is 
the basis on which several researchers have ventured, without specific reference 
to tertiary-sector enterprises, that accounting contributes more in ambiguous 
environments than in stable, predictable ones (Covaleski and Dirsmith, 1983; 
D. T. Flamholtz, 1983; Hayes, 1983; Spicer and Ballew, 1983; Meyer, 1986). According 
to Hayes (1983): 


recognition of management accounting as an artefact of organizations leads to a different 
interpretation ... [for its] existence ... In particular, where organizations are viewed 
as existing in ambiguous and changing circumstances ... the role of management 
accounting is described as that of a facilitator of action. . . by providing an organizational 
language, mythology, basis for rationalization, imagery and experimentation. (p. 247) 


This unconventional view provides an explanation for the seemingly irrational 
use of arbitrary techniques, such as cost allocation, as well as the variety and rigidity 
of actual accounting practice in the face of changing circumstances. According 
to this view, the arbitrariness of management accounting positively contributes by 
moderating organizational ambiguity. It facilitates action by creating shared 
perceptual frameworks and rhetoric. 

Thus, two dialectical propositions exist for the role of management accounting 
given high means-ends ambiguity and environmental uncertainty — accounting 
as a change agent (loose coupling and learning) and accounting as a stabilizer 
(a constitutional function). 
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The resolution of this contradiction is more important for service organizations 
than manufacturers and will require some fundamental changes in the prevailing 
ideology of management accounting research. Birnberg, Turopolec and Young (1983) 
are correct: accounting’s most obvious application is where task variety and means- 
ends ambiguity are low; accountants have devoted inordinate amounts of time to 
the pseudo-resolution of interdependencies owing to the ‘myth that all problems 
can be reduced to a... [structured decision] situation if. we only look long enough 
and hard enough’ (p. 116). Perversely to some, accounting’s role in service firms 
will not be explicated by developments in linear programming, learning curves, 
PERT, or any other mathematical model. Instead, the nuanced organizational 
applications of basic accounting tools, like budgets, need to be teased out by 
painstaking attention to organizational context. The subtleties of such applications, 
unlike modelling solutions to structured problems, do not lend themselves to clear, 
readily proclaimable advances. The continuance of the lack of attention to qualitative, - 
abstract analysis would hinder the development of worthwhile accounting research 
into the economic sector which is now responsible for the majority of the GDP 
of developed Western nations. 

One method suited to discovering fine differences in context or applications is 
the case study approach.?! The service industry environment poses, however, some 
particular problems for case study researchers. The economic activities under the 
tertiary industry banner are more disparate than those covered by manufacturing. 
For instance, the Australian Standard Industry Classification 1969, has one division 
for manufacturing and eight for service industries. The generality of research findings 
from settings in each service industry will be limited with respect to other industries. 
As case study results lack generality in any event, this restriction would operate 
most at the level of the breadth of hypotheses generated from case studies. The 
economic importance of individual small businesses creates further difficulties. 
Traditionally, researchers have perceived larger businesses as providing more complex 
and perhaps more interesting and generalized problems (Meredith, 1984, pp. 24- 
5). Furthermore, given a preparedness to research small business issues, the 
dislocation likely to be caused a small business is proportionately greater than 
for a larger enterprise. Small business participants could be correspondingly more 
difficult to find. 

The foregoing signals some parallel issues in education. At present, management 
accounting courses typically involve the study of formal accounting controls applied 
in the large-manufacturing-firm setting (Meredith, 1984, p. 346). The validity of 
this orientation 1s questionable on three grounds: inappropriateness of the implied 
generality of the setting, excessive objectivism, and the narrow disciplinary base. 
The setting may well be inappropriate for reasons of size and industry type. The 
use of American texts in educational programs elsewhere and the apparent 
concentration of United States manufacturing industry (Edwards, 1979, Ch. 5) 
possibly exacerbate the size and industry bias. 


2! Advocated by: Scapens (1980, pp. 288-94); Shillinglaw (1980, pp. 9-16); Cooper (1981, p. 198); Demski 
and Kreps (1982, p. 140); Kaplan (1984, pp. 408-16); Otley (1985, pp. 16-20). 
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Excessive objectivism can be criticized as inconsistent with the importance of 
both informal controls and contextual variables not objectively measurable. 
Management accounting education is possibly another victim of the obsession in 
the social sciences with the adoption of what Capra (1983) has critically labelled 
the outmoded Baconian, mechanistic, view of science. Immeasurable, qualitative 
variables have been excluded in social science research, in favour of the inclusion 
of the less significant measurable variables; all to conform to an outdated model 
of scientific enquiry. The apparent utility of teaching, for instance, deterministic 
cost allocation techniques diminishes when the justifiably greater emphasis now 
being given to qualitative considerations is brought to mind. Similarly, the teaching 
of management accounting as if the discipline comprised only a set of formal 
techniques, may inhibit appreciation of the pattern of its historical development 
and the multi-faceted nature of organizational control. Procedure- and technique- 
based courses may be contributing to the ostensible lack of innovation amongst 
management accounting practitioners (Wells, 1970, pp. 485-6). 


CONCLUSIONS 


The disparity between the collective economic importance of service firms and the 
amount of management accounting research devoted to the tertiary sector is 
appreciable. At least six technical or developmental factors can be identified as 
having contributed to the failure to address the extent of applicability of existing 
knowledge to service organizations: their characteristically small size; narrow 
traditional conceptualizations of control; the absence of inventory to value; non- 
standard output; high means-ends ambiguity; and finally, the reluctance of 
accountants to borrow from other disciplines. The effect of firm size appears to 
be paramount. Management accounting development was given impetus by the 
increasing size and administrative complexity of manufacturing and manufacturing/ 
distribution companies. Increasing size made formal monitoring methods necessary 
and cost-effective. The social climate prevailing pre-1930 would have contributed 
to the adoption of formal, authoritarian modes of control as evidenced by the 
scientific management movement (Caplan, 1966). In contrast, evidence suggests that 
the operational realities of service firms require decision making to be delegated 
to operating personnel, many of whom have assimilated professional norms of 
behaviour towards the firm and its clients. 

Opinions vary on the impact of financial accounting on management accounting’s 
development.*? Nevertheless, much of the core of cost accounting is concerned with 
determining the cost of standard units of output. Service firms, other than merchants, 
do not hold inventories. In addition, most service firms are owner-managed and 
unaudited. This emphasizes operational rather than stewardship controls and lessens 
the likely contribution of one of the most influential accounting institutions: the 
public accounting profession. The lack of standardized output and high means- 


22 See, for instance, Solomon’s (1987) review of Johnson and Kaplan (1987). 
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ends ambiguity limits the utility of the quantitative models which comprise the 
major technical development of management accounting since World War Il. Finally, 
the accounting profession has shown itself to be slow to absorb concepts from 
other disciplines. Inattention to the theory and findings of economic inquiry probably 
inhibited recognition of the macro-level economic changes discussed in this paper. 
Accounting has, in particular, failed to respond to the findings of other disciplines 
where such knowledge does not lend itself to quantitative application. In service 
firms, however, there seems to be a special need to consider the interaction of 
accounting methods with other control mechanisms and the general organizational 
context. Such ground is unfamiliar and, presumably, uncomfortable for technically 
minded accountants 

The above factors could be used to argue either that management accounting 
has little application in service firms or that some changes will need to be made 
in research methodology and accounting techniques if management accounting is 
to be germane to service firms. Much of the standard fare of management accounting 
textbooks cannot be readily applied in complex-interactive service organizations 
whereas maintenance-interactive firms are better suited to existing techniques. It 
is incorrect to conclude, however, that use of a smaller number of techniques means 
that management accounting is unimportant to service firms. This, and the economic 
significance of service firms, indicate that greater research attention to service firms 
is required. The challenge in this research will, in part, come from the contrasting 
sources of complexity for manufacturers and service firms. For manufacturers, 
complexity arises from internal sources —- elaborate administration and coordination 
needs. For service firms, structure is simpler, but greater complexity arises from 
external sources, that is, their greater environmental dependency. In these respects 
the development of the concepts underlying and the practices of management 
accounting, lag significantly behind changes in the business environment in which 
they are to be employed. 
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Inflation Adjustments to Income in Entry and 
Exit Price Systems 


There are different views on the way in which price level adjustments 
might be made in the income account. Pratt (1988) noted that adjustments 
might be made in respect of individual assets or as a single adjustment 
to the opening capital. Multiple adjustments are commonly believed to 
be necessary when monetary assets are separated from non-monetary assets. 
An hypothesis is presented here that may explain why accounting theorists 
have believed (erroneously) that inflation affects monetary items differently 
from non-monetary items. Some complexities are considered and questions 
raised about the appropriateness of definitions of purchasing power and 
wealth. 


Key words: Current value accounting; Inflation accounting; Purchasing 
power. 


Denis Pratt, in a recent article in this journal (1988), notes that an adjustment 
to income to reflect changes in the general level of prices can be made for individual 
classes of assets and liabilities or as a single adjustment to the opening capital 
balance. A multiple adjustment is made when monetary items are separated from 
non-monetary items. It appears that advocates of entry prices tend to propose a 
multiple adjustment while advocates of exit prices are likely to favour a single 
adjustment. Pratt cannot find an explanation for these tendencies in the literature, 
but suggests that ‘a single adjustment is conceptually consistent in the exit price 
model and conceptually unsatisfactory in the entry price model’ (p. 176). As Pratt 
shows, the amount of inflation-adjusted income is not affected by the choice of 
a single or multiple adjustment but is affected by the choice of entry or exit prices. 

In this article I present a hypothesis that could explain why accounting theorists 
have believed (erroneously) that inflation affects monetary items differently than 
it affects non-monetary items. In addition I point out some complexities in adjusting 
income for inflation that are no less applicable to exit price than to entry price 
models, but are sometimes ignored by advocates of exit prices. Finally, I raise 
a question as to the appropriate definitions of purchasing power and wealth. 


G. Epwarp Puixies is Visiting Professor at Monash University and Professor of Accounting at The 
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A HYPOTHESIS AS TO THE ORIGIN OF MULTIPLE ITEM ADJUSTMENTS 


The essential difference between the multiple item approach and the single adjustment 
is that only the former makes a distinction between monetary and non-monetary 
items. It does not require each asset to be adjusted individually, but only that 
monetary assets and liabilities be treated differently from non-monetary assets and 
liabilities. The difference in treatment is that a price level change gain or loss is 
calculated on monetary items based on their amounts, while the gain or loss on 
non-monetary items is the net amount of the specific price change gain or loss 
and the general price level change gain or loss. 

This distinction between monetary and non-monetary items has no effect on 
income. As Pratt shows (pp. 172-4), the multiple adjustment can be converted 
to a single adjustment and vice versa. The difference in income is entirely due 
to the use of different prices (entry or exit). The difference between specific price 
changes and general price level changes is the same for entry and exit price systems. 
An inflation loss on any asset is the carrying value of the asset multiplied by the 
inflation rate for the period. 

I hypothesize that the monetary-non-monetary distinction arose because of an 
erroneous belief that it made possible an inflation adjustment to historical cost 
income without departing from historical cost as the basis for valuing assets. 
Historical cost has been abandoned by many theorists, but the monetary—non- 
monetary distinction still hangs around complicating things without serving any 
discernible purpose. 

Henry W. Sweeney (1936) was prominent in establishing, if not originating, the 
erroneous belief that there is no purchasing power loss from inflation on non- 
monetary assets. The error was accepted as truth by nearly everyone investigating 
the effects of inflation prior to the 1960s and still seems to cloud much thinking 
about inflation.! 

I cannot find anywhere in Sweeney’s writings a statement similar to ‘there is 
no purchasing power loss on non-monetary assets’, and he surely would have 
disagreed with such a statement. But he presented a system for adjusting historical 
cost financial statements for price level changes which included a purchasing power 
adjustment for monetary and not for non-monetary items. He seems to have believed 
(see below) that this system corrected income for inflation without departing from 
historical cost valuation. In this he was in error. Not showing an inflation loss 
on non-monetary assets is equivalent to showing the loss and an accompanying 
equal gain in specific price at the rate of inflation. Including such gains in income 
is a departure from historical cost valuation, not to some current price but to 
an assumed value based on the rate of inflation. The Accounting Principles Board 
and its research staff believed that the monetary-only adjustments were not a 


! An excellent summary of published views on inflation accounting is in Clarke (1982). He traces the 
history of what he calls the ‘monetary trap’ and documents the confused thinking about inflation 
and monetary and non-monetary items. 
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departure from historical cost accounting. If this were so then it would follow 
that there are no purchasing power gains or losses on non-monetary items.” 

Sweeney quite correctly viewed an increase in the price of an asset to result 
in a gain to the extent it exceeded inflation and to result in a loss to the extent 
the price increase was less than the rate of inflation. This is consistent with a financial 
capital maintenance concept of income. It follows that there is neither income nor 
loss when the specific price of an asset changes at the same rate as the general 
level of prices. But the zero income result depends on the equality of two different 
things: the rate of change in the specific price and the rate of change in the general 
level of prices. Rather than say there is zero gain or loss, it is equally valid to 
say there is a real gain from the specific price increase and a real loss from the 
general price level increase. From this point of view, inflation results in a real 
loss for every asset, not just monetary assets. This loss may or may not be offset 
(or increased) by a real gain or loss from a specific price change. 

Sweeney’s proposal for ‘stabilized’ accounting included showing an inflation gain 
or loss on monetary, but not on non-monetary items. This hid from view the 
purchasing power loss on the non-monetary assets and the offsetting gain from 
the implicitly assumed specific price increases. The write-up of non-monetary assets 
on the balance sheet was considered a mere restatement of historical costs to the 
current monetary unit and not a change in valuation. Ijiri (1976) noted a dual 
interpretation of this price level adjustment process. One interpretation (that of 
the APB and the FASB) is that there is a change in the measurement unit but 
not in the accounting principles (histcrical cost). ljiri’s alternative interpretation 
is that there is the same measurement unit but a change in principles. He discusses 
the two necessary changes in principles. The substance of the first 1s to include 
in income holding gains on non-monetary assets assumed to be at the rate of inflation. 
The second is to deduct from income an inflation loss on the entire amount of 
capital. This alternative interpretation makes clear that it is not possible to adjust 
historical cost financial statements fcr inflation while retaining historical cost 
valuation and deducting inflation losses on only monetary assets. 

What the FASB (1986, para. 44) describes as historical cost/constant purchasing 
power (HC/CPP) accounting is surely misnamed. It is a current value (CV/ CPP) 
income in which the current values are not based on measured prices at all, but 
rather on an assumed increase in value equal to the inflation rate. It is possible 
to adjust historical cost income for inflation without adopting any form of current 


2 In an exchange with Chambers about the APB’s ARS No. 6 (1963), Moonitz, the AICPA’s director 
of research, stated ‘there cannot be a purchasing power loss on non-monetary items’ (1967, p. 58). 
He later concluded that ‘the only item that always qualifies as “monetary” is “legal tender” ° (1970, 
p. 469). 

The view is not easily eradicated. Shalchi and Smith (1985, p. 11) repeat the idea as ‘monetary 
items gain or lose purchasing power as a result of GPL changes, while non-monetary items do not’. 

The notion that translation gains and losses for foreign currency financial statements arise only 
on monetary items is an error that parallels this error in price level adjustments. Including in income 
translation gains and losses on only monetary items is equivalent to including in income assumed 
specific price change gains and losses which exactly offset the variation in the exchange rate for 
non-monetary items. 
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value, but doing so requires that an inflation loss (gain) be shown for every asset 
(liability), not just monetary ones. 

Including in income a purchasing power inflation loss on every asset and a similar 
gain on every liability is conceptually identical-to a ‘capital maintenance adjustment’ 
for the amount of net assets (capital). This holds for any system of valuing assets. 
Every recognized change in any asset or liability changes the amount of net assets 
subject to inflation gains and losses. 

Sweeney was almost certainly not aware that his income numbers included gains 
from an assumed increase in asset values. In his last chapter (1936) he discusses 
objections to his proposals. He answers six ‘sound’ objections and four ‘unsound’ 
ones. The fourth of the ‘unsound’ objections involves market prices. The objection 
and Sweeney’s answer read: 


By Using the Current General Index, Stabilized Accounting Improperly Values at Market 
Price. 

This objection is a confused one. But since it has been raised several times, it is included 
herein. 

It correctly declares, first, that stabilized accounting reexpresses past transactions at 
their equivalents in the general price level as of the end of the period. But then it incorrectly 
declares that this procedure is the same as valuing assets at market price, instead of 
original cost, and that, therefore, conventional principles of valuation become violated. 

The answer is simply that the objection is incorrect in two places. 

First, to reexpress the original cost of a real-value asset at its equivalent in the current 
general price level is decidedly not the same as valuing the asset at current market value. 
If, for instance, an asset cost $1,000 when the general price level was 125, then the 
reexpression of that original cost on the basis of a later general index of 150 is $1,200. 
The market value of the asset at the later date, though, might be any amount from 
zero to infinity. There is not much likelihood of its also being $1,200. 

Second, valuation of a real-value asset at market value is no longer considered improper. 
Conventional accounting, of course, still prefers valuation at original cost. But it has 
long accepted valuation at market, provided, however, that if this basis of valuation 
be used, any excess of market value over cost must be plainly shown as such, and 
must not be credited to either ordinary, realized income, or to distributable surplus. 
(pp. 202-3) 7 


Sweeney’s answer would surely have been different had he recognized that not 
including inflation losses on non-monetary assets has the same effect on income 
as including market price increases which are at the same rate as inflation. 


COMPLEXITIES IN CALCULATING INFLATION ADJUSTMENTS 


The monetary—-non-monetary distinction adds complexity to inflation adjustments 
insofar as it requires calculating the difference between the inflation loss and the 
specific price change for each (class of) non-monetary item. This complexity is 
eliminated when a single adjustment is made for the purchasing power loss on 
net assets. A second source of complexity, which is not eliminated by a single 
adjustment, involves calculating the effects of changes in net assets within an 
accounting period. An inflation adjustment based on opening net assets will be 
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technically incorrect because it does not reflect the effect of changes in net assets 
during the period nor the effect of the timing of specific and general price changes 
within the period. This problem exists even for a transactionless period, as can 
be shown using the figures in Pratt’s illustration (pp. 173-4) of exit price adjustments. 
His example was for a firm with $40 of net assets at the beginning of the period. 
This increases to $55 at the end of the period because of an increase of asset exit 
price of $15. The level of prices in general increases during the period by 10 per 
cent. 
Pratt’s income statement shows: 


Price variation adjustment $15 
Capital maintenance adjustment 4 
Income $1 








The income figure is correct but the components of income are misstated unless 
we assume that the $15 exit price increase took place after the inflation. If the 
price increase took place before the inflation, then it is in outdated money units 
and should be restated to $16.50. The capital maintenance adjustment (inflation 
loss) now should be calculated on $55 of net assets and amounts to $5.50. Income 
remains at $11. 

Since prices fluctuate continously, it would be virtually impossible to make a 
technically correct calculation of within-period inflation effects for an active firm. 
That the errors are offsetting ones (do not affect net income) makes it likely that 
the cost of trying to approximate within-period changes would exceed any benefits 
from doing so. The misstatements shculd be recognized to exist, however, and 
research into potential costs and benefits would be desirable. 


PURCHASING POWER AND WEALTH 


Pratt (1988) and Clarke (1982) follow Chambers (1966) in insisting that only exit 
prices yield a measure of purchasing power. Purchasing power is considered to 
be the power to spend money on gocds and services, and the sum of the exit 
prices of assets reduced by liabilities measures this power. An inflation adjustment 
to income reduces income by the (inflation) loss of purchasing power for net assets. 
This adjustment is considered uninterpretable by Chambers if it is calculated on 
net assets Measured by historical cost, entry prices, or any basis other than exit 
prices. 

However, if we view accounting as a system of measuring wealth (and income 
as a change in wealth), we could reach a different conclusion if we have doubts 
that purchasing power and wealth are svnonyms. Consider the following equalities: 
cash on hand or obtainable = purchasing power = power to act in markets = command 
over goods and services = economic power = wealth. If each of these equalities 
is valid, then wealth is simply cash on hand or obtainable. If income is a change 
in cash on hand or obtainable, then an inflation adjustment applied to a number 
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for net assets which measures anything else will be conceptually unsatisfactory. 
But an inflation adjustment will be quite proper for any system that aims to measure 
wealth if we have a less restrictive definition of wealth. 

It might be reasonable to view historical cost, entry price, exit price, value to 
the owner, discounted present value, etc. as each aiming to measure wealth and 
income, but each necessarily failing to do so perfectly.3 No system can be perfect 
because all conceivable systems will exclude some items from recognized assets 
and liabilities on the basis that they are not sufficiently well measurable. 

A price level adjustment is equally interpretable for any system, in this view. 
In inflation, it is a reduction of recognized income (the increase in net assets) to 
reflect the purchasing power loss on the recognized net assets. The case for exit 
prices is strong, but it is not clear that only exit prices measure wealth. Defining 
wealth more broadly can result in price level adjustments being interpretable for 
any accounting system that aims to measure wealth. 


CONCLUSION 


The distinction between monetary and non-monetary assets and liabilities is not 
necessary to inflation adjustments to income. Jt appears to have arisen from an 
‘ erroneous belief that historical cost income could be adjusted for purchasing power 
gains and losses on only monetary items and still remain historical cost income. 
This led to the erroneous notion that there are no purchasing power gains or losses 
on non-monetary items. 

Complicated calculations are necessary if the net effect of both specific price 
changes and inflation is to be reported for each non-monetary item in the balance 
sheet. There is no apparent reason why such net amounts might convey useful 
information. Further complications arise if price changes within an accounting period 
are to be inflation adjusted accurately. The errors from ignoring the pattern of 
within-period net asset changes and price changes are offsetting ones, they do not 
change the final net income. The extent to which such calculations would have 
benefits exceeding costs is a proper topic for research. 

The notion that general price level adjustments to income are conceptually 
satisfactory and interpretable only when they are applied to exit price accounting 
systems appears to rely on the notion that wealth has the same meaning as ‘available 
cash’. A broader definition of wealth makes inflation adjustments more generally 
interpretable. 


3 Some theorists would argue that discounted present value, conceptually, could be perfect. But that 
system requires abandoning valuation of individual assets and liabilities because future flows are, 
in general, a joint result of a combination of individual items. Also, expectations of the future are 
not observable. 
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